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Court of Appeals of the District of Columbia 

I 

— 

. 

No. 4697. j 

i 

Henry L. Berg and Rose Berg, His Wife, Appellants, 

i 

vs. 

Commissioner of Internal Revenue. 

i 

- — 

a Filed Sep. 11, 1925. United States Board of Tax 

Appeals. 

United States Board of Tax Appealsl. 


Docket No., 7029. I 

Appeal of Henry L. & Rose Berg, Camden, Arkansas. 


Petition. | 

1 United States Board of Tax Appeals. 

Appeal of Henry L. and Rose Berg, Petiti|oner-, 

v. 

Commissioner of Internal Revenue, 

For Taxpayer: James H. Sykes, Esq. 

For Commissioner: W. F. Gibbs, Esq.; J. E. [Marshall, 
Esq. ' 


I 

Respondent. 


Docket Entries. 


1925. 


Sept. 11. Petition received and filed. 

Sept. 16. Copy of petition served on Solicitor. 

Sept. 16. Notification of receipt mailed taxpayer 

Oct. 6. Motion to dismiss and answer filed by Solicitor. 

i 
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1925. 

Oct. 20. Copy of answer served on taxpayer—assigned to 
General Calendar. 

1926. 

Sept. 14. Hearing date 11-17-26. 

Sept. 29. Motion to amend with amended petition filed by 
taxpayer. 

Oct. 4. Granted—Both sides notified. 

Oct. 8. Copy of motion served on G. C. 

Nov. 11. Stipulation of facts, to stand submitted without 
appearance and to file briefs 20 davs from Nov. 
17, 1926, filed. 

Nov. 17. Hearing before Mr. Littleton on the merits—Sub¬ 
mitted on stipulation. Both parties given 30 
days to file proposed findings and brief. 

Nov. 26. Brief filed by General Counsel. 

Dec. 16. Motion for 30 davs extension to file briefs filed bv 

* « 

taxpayer. 

Dec. 16. Order allowing taxpayer until 1-3-27 to file 
brief—signed and filed. Both sides notified. 

1927. 

Jan. 3. Brief filed by taxpayer. 

May 11. Findings of fact and opinion rendered. Judg¬ 
ment will be entered for the respondent. Both 
sides notified. 

May 12. Order of redetermination—signed and filed. 
Both sides notified. 

Oct. 19. Stipulation for review by Ct. of Appeals of D. C. 
filed. 

Oct. 24. Notice of Withdrawal of P. J. O’Connor as coun¬ 
sel for taxpayer filed. 

Oct. 24. Notice of appearance of James H. Sykes as coun¬ 
sel for taxpayer filed. 

Oct. 27. Petition for review with assignment of errors 
filed by taxpayer. 

Oct. 29. Proof of service filed by taxpayer. 

Dec. 20. Praecipe with proof of service thereon filed. 

Now, January 7, 192S, the foregoing Docket Entries cer¬ 
tified from the record as a true copy. 

[Seal II. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk Board of Tax Appeals. 
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2 United States Board of Tax Appeals, Washington, 

D. C. 

i 

: 

Docket No., —. 

I 

Appeal of Henry L. & Bose Berg, Camden, Arkansas. 

Petition. J 

The above-named taxpayers hereby appeal from the de¬ 
termination of the Commissioner of Internal Revenue, set 
forth in his deficiency letter, (IT :PA-5-60D-KD-503), dated 
July 15, 1925, and as a basis of their appeal, sets forth the 
following: 

1. The taxpayers are individuals residing ^t Camden, 
Arkansas. 

2. The deficiency letter, a copy of which isj hereto at¬ 
tached, was mailed to the taxpayers on July 15^ 1925. 

3. The taxes in controversy are income and profits taxes 
for the year 1922 and are more than $10,000.00, to wit; 
$10,655,82. 

4. The determination of tax contained in said deficiency 
letter is based upon the following errors: 

(a) The refusal of the Commissioner of Internal Reve¬ 
nue to permit the computation of tax on capital! gain from 
oil leases in accordance with Section 206 of the Revenue Act 
of 1921. 

3 (b) The refusal of the Commissioner of Internal 
Revenue to recognize the intent of the taxpayer and 

his wife to file separate returns or compute th^ir tax lia- 
bilitv on the basis of each individual*s net income. 

(c) The refusal of the Commissioner of Internal Reve¬ 
nue to permit the deduction of the following expenses in 
connection with the sale of oil leases: 


Compromise on title claims. 

Attornevs fees in defense of titles 
%/ 

Abstracts . 


5. The facts upon which the taxpayer relies a$ the basis 
of his appeal, are as follows: 

(a) In 1922 the taxpayer sold the mineral ri a 
plore for oil under lease to certain properties 


$5,750.00 

1,250.00 

684.50 


ghts 


to ex- 
which he 
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owned outright and to which he had distributive interest, 
located in the State of Arkansas, from which a profit was 
reported as follows: 

Henry L. Berg.. $40,230.37 

Rose Berg. 35,134.13 

Under date of October 5, 1923, the Internal Revenue 
Agent in Charge at Oklahoma City, Oklahoma, submitted 
to the Commissioner of Internal Revenue his report cover¬ 
ing an examination of the taxpayer’s books and accounts 
which report was subsequently accepted by the Income Tax 
Unit under date of January 29, 1924, and an additional tax 
of $269.46 assessed for the year 1922. 

During the letter part of the year 1924, a Deputy Col¬ 
lector at the Arkansas district made a second exami- 
3 l /> nation of the taxpayer's books and accounts in which 
he has determined a profit on the sale of oil leases 
of $78,844.24, made up as follows: 

Gross sale of Oil and Gas leases and royalties, 
correct as shown on schedule attached to 


original returns. $192,136.00 

Less payments in oil not received. 37,500.00 


$154,636.00 

Less commissions paid. $10,595.00 

Auto service.. 145.00 

Telephone .. 7.50 

Compromise on title claims. 1,500.00 

Attorney fees in defense of title. . 1,250.00 

Abstracts furnished lessees. 602.00 

- 14,099.50 


Net receipts.. $140,536.50 

Charged to capital: 

Compromise on title claims. $1,500.00 

Attorney fees in defense of title . . 1,250.00 

Abstracts .i. 602.00 


$143,888.50 
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Net Taxable Income. 

Taxable net income to Leo Berg 

50% .. $71,944.25 

Taxable net income to Henry Berg 
50% ..•. 71,944.25 

Berg Brothers and J. D. Reynolds. 


Berg Brothers interest in gross sales of leases, j $14,549.99 


Their share of commissions paid. . $750.00 

“ “ “ abstracts . 82.50 

“ 4 4 44 compromise on title 4,250.00 

- 5,082.50 

Net receipts. $9,467.49 

Charged to capital : 

Abstracts . $82.50 

Compromise on title. 4,250.00 

- 4,332.50 


$13,799.99 

Net Taxable Income. 


Taxable net income to Leo Berg 

50% . . $6,899.99 

Taxable net income to Henry Berg 
50% . 6,899.99 

4 On the basis of this report of the Deputy Collector 


all of the income has been taxed as ordinary income 


and not a capital gain and the separate interests of Henry 
L. Berg and Rose Berg have not been recognized. 

(b) On the original return filed by the taxpayer for 1922, 
the separate income of husband and wife was shown but as 
practically all of the income was represented by profit on 
oil leases it was to the taxpayer’s advantage to compute the 
tax on the entire net income at 12%% rather than to com¬ 
pute the tax separately. LTpon the review of the taxpayer’s 
books and accounts as covered in the report of the Internal 
Revenue Agent in Charge at Oklahoma City, Oklahoma, 
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dated October 5, 1923, the tax on the wife’s portion of the 

profit on sale of oil leases was eliminated under the capital 

gain provision for the reason that they had not been held 

by her for two years, but the Examining officer recognizes 

the intent of the taxpayer to file separate returns of income 

and accordingly computed the tax on the income of husband 

and wife separately. This computation was accepted by 

the Commissioner of Internal Revenue as indicated bv Bu- 

% 

reau letter dated January 29, 1924, approving the findings 
contained in the Revenue Agent's Report dated October 5, 
1923. The taxpayer concurred in the findings of the Reve¬ 
nue Agent as embodied in report dated October 5, 1923, and 
still maintains that such report should be accepted as the 

basis of his correct tax liabilitv. 

% 

( c ) During the year 1922 in affecting the sale of oil leases 
it was necessary to expend certain amounts in order 
5 to compromise questions of disputed titles to certain 
property, to employ attorneys in the defense of such 
titles and to prepare an abstract of title in the case of every 
lease disposed of. 

Those amounts expended in compromising title claims 
are in everv instance what is known in the oil fields as 
“blood money.” For the reason that the owner in fee sim¬ 
ple of the property can not afford to sue, to protect or clear 
up his title on account of the uncertainty involved in drill¬ 
ing for oil and the possibility that by the time legal pro¬ 
ceedings in connection with the clearing of the title were 
completed that there would be no market for the mineral 
rights to his property. The total expenditures made by 
the taxpayer of $5,750.00 and $1,250.00, were expended in 
just such instances as have been sighted and the amount 
did not in any way add to the value of the property that he 
held but were expenses directly attributable to the sale of 
the leases. 

As to the expenses for abstracts, in every instance these 
abstracts were turned over to the purchaser of the mineral 
rights and must, of* necessity, be considered as an expense 
directly attributable to the sale of the leasehold. 

6. The taxpayers, in support of their appeal, relics upon 
the following propositions of law: 

(a) Section 206 of the Revenue Act of 1921 provided in 
part as follows: 
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“Section 206 (a) That for the purpose of this title; (1) 
The term 4 capital gain’ means taxable gain from |he sale or 
exchange of capital assets consummated after December 31, 

1921; * * * 

6 “ (6) The term 6 Capital assets’ as used in this sec¬ 
tion means property acquired and held bv the tax¬ 
payer for profit or investment for more than Iwo years 
(whether or not connected with his trade or business), but 
does not include property held for personal use or con¬ 
sumption of the taxpayer or his family, or stock in trade of 
the taxpayer or other property of a kind which would be 
properly included in the inventory of the taxpayer if on 
hand at the close of the taxable vear.” 

(b) “A husband and wife may elect to file either a joint 
return or a separate return of net income and there can not 
be said to have been an election as to the basis of reporting 
income where the tax computed at a fiat rate appearing to 
be more beneficial to them.” 

(c) “That in determining the gain or loss froth the sale 
of capital assets, all ordinary and necessary expense in con¬ 
nection with such sale shall be considered in determining 
the gain or loss resulting therefrom.” 

Wherefore, the taxpayers respectfully pray [that this 
Board may hear and determine their appeal. 

L. E. RUSCH, j 
Attorney for Taxpayer, 

719 Investment Bldg., Washington , D. C. 

7 Treasury Department, Washington. 

IT :PA :5-60D. 

KB-503. 

July lq, 1925. 

Henry L. and Rose Berg, 

Camden, Arkansas. j 

Sir and Madam: 

The determination of your income tax liability for 1922 
as set forth in office letter dated March 31,1925 disclosed a 
deficiency in tax amounting to $10,655.82. 

In accordance with the provisions of Section 27j4 of the 
Revenue Act of 1924, you are allowed 60 days from [the date 
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of mailing of this letter within which to file an appeal to the 
United States Board of Tax Appeals contesting in whole or 
in part the correctness of this determination. 

Where a taxpayer has been given an opportunity to ap¬ 
peal to the United States Board of Tax Appeals and has not 
done so within the 60 days prescribed and an assessment 
has been made, or where a taxpayer has appealed and an 
assessment in accordance with the final decision on such 
appeal has been made, no claim in abatement in respect of 
any part of the deficiency will be entertained. 

If you acquiesce in this determination and do not desire 
to file an appeal, you are requested to sign the inclosed 
agreement consenting to the assessment of the deficiency 
and forward it to the Commissioner of Internal Revenue, 
Washington, D. C., for the attention of IT :PA-5-60D, KB- 
503. In the event that you acquiesce in a part of the deter¬ 
mination, the agreement should be executed with respect to 
the items agreed to. 

Respectfully, 


D. H. BLAIR, 

Commissioner, 

By-, 

Deputy Commissioner. 

8 Statement. 

IT :PA-5-60D. 

KB-503. July 15, 1925. 

In re Henry L. and Rose Berg, Camden, Arkansas. 

Year. Deficiency in tax. 

1922. $10,655 82 


In your protest of March 18, 1925 exception is taken to 
the disallowance of certain items totaling $7,684.50 as 
capital expenditures in determining your share of the in¬ 
come from leases. 

Your attention is invited to the fact that on the Revenue 
Agent ? s report the transaction was treated as a closed trans¬ 
action, i. e., as the sale of a capital asset, whereas, on the re¬ 
port of the Deputy Collector it wa's treated in the nature of 
royalties. *In either case such items as cost of abstracts, 
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come from 


defense of title and compromises on title should be capital¬ 
ized in accordance with Article 293 of Regulations 62. 

In the sale of capital assets such expenditures would be 
reflected in the profit for the reason that the total cost of 
the assets is deductible from the sale price, however, in de¬ 
termining the taxable income from rents or royalties, 
capital expenditures are not deductible. 

Relative to your objection to the taxing of ii 
sale of leases as ordinary income, you are advised that at 
the time the report was made by the Revenue Agent there 
was no ruling in regard to income from the sale of leases 
but subsequent to that time I. T. 2077 was published, hold¬ 
ing that no sale of capital assets has been consummated 
upon the lease of land for the purpose of mining! 
ing for oil and gas, therefore, a taxpayer cannot 
taxed under Section 206 of the Revenue Act of 1921 on in¬ 
come received therefrom. 


or operat- 
elect to be 


Your further objection to the combining of 


husband and wife is covered by I. T. 1372 published in C. B. 
1-1 January to June, 1922 which reads as followls: 

v t i 


income of 


pient year 
urns tliev 


‘‘Where husband and wife for 1921 or a subsed 
have elected to file a joint return or separate re 
may not after the filing of such returns file aniended re 
turns on the other basis.’’ 


ion of the 
le office in 
proposed 


Since you originally filed a joint return flu* act] 

Revenue Agent in separating the income, and of ti 
accepting same was erroneous and the adjustment 
in office letter of March 13, 1925 is correct. 

Now, January 7, 1928, the foregoing Petitioil certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk Board of Tax Appeals. 


2-' - 4 69 i a 
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9 Filed Oc,'t. 6, 1925. United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket Xo., 7029. 

Appeal of IIenry L. and Rose Berg, Camden, Arkansas. 

Motion and Answer. 


I. Now comes the Commissioner of Internal Revenue by 
his attorney, A. IV. Gregg, and moves that the petition and 
appeal of the above-named taxpayers be dismissed and de¬ 
nied, and in support of such motion avers that the petition 
and appeal fail to comply with Rule 5 (cj) of the Rules of 
Practice before the United States Board of Tax Appeals. 
The said failure of compliance occurs in that the petition 
does not contain “a verification by the taxpayers.” 

II. Not waiving his foregoing motion to dismiss, but re¬ 
lying thereon, the Commissioner for answer to the petition 
of the taxpayer admits and denies as follows: 

1. Admits the allegations contained in Paragraphs 1, 2 


and 3 of the petition. 

2. Denies the material allegations of error and of facts 
contained in Paragraphs 4 and 5 of the petition. 

3. Denies generally and specifically each and every alle¬ 
gation of error or of fact contained in the petition of the 
taxpayer not hereinbefore admitted, qualified or denied. 


Proposition of Law. 


1. A lease of land for the purpose of operating for oil 

and/or gas does not constitute a sale or exchange of 
10 capital assets and a taxpayer reporting for income 
tax purposes amounts received under the terms of 
such a lease may not elect to be taxed under the provisions 
of Section 206, Revenue Act of 1921. 

2. Where a husband and wife for 1922 have elected, under 
the provisions of Section 223 (/>), Revenue Act of 1921, to 
file a joint return, they may not, after the filing of such re¬ 
turn, tile separate returns for that year; and the income tax 
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will be computed on the joint net taxable income of such 
husband and wife. 

3. Expenditures, for drawing abstracts of titjles, for at¬ 
torney’s fees in defending attacks on titles, and for sums 
paid in compromise of suits attacking titles, are] capital ex¬ 
penditures representing a part of the cost of tlnfe fee estate 
and are not deductible in computing net taxable income 
under the provisions of Section 214 (a), Revenue Act of 
1921. 


Wherefore, the Commissioner prays that the 
this taxpayer be dismissed and that the appeal 


petition of 
be denied. 


A. W. GREGG, 

Solicitor of Internal Revenue , 
Attorney for Commissioner of Internal tlevenue. 

Of counsel: 

W. H. LAWDER, 

Special Attorney Bureau of 

Internal Revenue . 

i 

Now, January 7, 1928, the foregoing Motion arid Answer 
certified from the record as a true copy. 


[Seal U. S. Board of Tax Appeals, 1924.1 

B. D. GAMB 


,E, 


Cleric Board of Tax Appeals. 
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Filed Nov. 11, 1926. United States Boar 

Appeals. 

United States Board of Tax Appeals. 


Docket No., 7029. 

Henry L. Berg and Rose Berg, Ilis Wife, Petit 

v. 


d of Tax 


loners, 


Commissioner of Internal Revenue, Respondent 

Stipulation. 

It is hereby agreed and stipulated between counsel for 
the respective parties to the above-styled proceeding be- 
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fore tlie Board of Tax. Anneals that the following facts may 
be considered as true w«hobi further proof. 

*(! ' The taxes in controversy are income taxes of Henrv 
L. Berg and Rose Berg, the petitioners, for the calendar 
vear 1922 

mf 

C]} the petitioners are husband and wife, residing at 
Camden, Arkansas. 

( Henry L. Berg and his brother, Leo Berg, prior to 
1922, were in the mercantile business together at Camden, 
Arkansas, for nearly forty years. Throughout such period 
of time, they acquired the fee simple title to approximately 
40,000 acres of land in Calhoun and Ouachita counties, Ar¬ 
kansas. By deed dated Mav 16, 1922 and dulv executed by 
Henrv L. Berg and his brother, Leo Berg, thev conveyed to 
Rose Berg, wife of the said Henry L. Berg, a fee simple 
title to fractional interests in the said 40,000 acres of land. 
At sundry times in the vear 1922 on or before November 18, 
1922 Henry L. Berg and Rose Berg, his wife, to- 
12 getlier with Leo Berg and his wife and children, exe¬ 
cuted certain oil and gas leases to divers parties, a 
copy of an actual lease, similar in all respects to all the 
leases executed by the petitioners, being hereto attached 
and identified as Exhibit A. 

■' Eor the calendar year 1922, the petitioners filed a 
joint return on March 14, 1923, executed by the husband 
only, showing the income of the wife separate and apart 
from the income of the husband. The only income re- 

i • 

ported for the wife represented profits of $35,134.13 from 
the leasing of the oil and gas rights in the land mentioned 
in paragraph (3) hereof, and described on the return as 
“capital net gain." The return also included like profits 
of $40,230.37 of the husband, described likewise on the re¬ 
turn as “capital net gain;” and for the purpose of arriving 
at the tax liability of both individuals jointly, the income of 
the wife was added to the husband's income, making an ag¬ 
gregate reported; joint net income of $78,458.83—on which 
amount a tax of $9,807.35 was computed by petitioners at 
12Vj c /c on the thporv such computation was authorized by 
Section 206 of the Revenue Act of 1921. 

Upon an audit of the return, the Commissioner found 
the aggregate joint net income of petitioners to be $81,- 
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941.57, which net income is admitted by petitioners to be 
correct. The Commissioner in computing the t|ax did not 
consider the profits arising out of the leasing of 
gas rights aforesaid as falling within the provisions of Sec¬ 
tion 206 of the Revenue Act of 1921, but computed the tax 
under Sections 210 and 211 of that act; and he arrived at a 
deficiency in tax of $10,655.82 due by Henry L. Rerg and 
Rose Berg, as more particularly appears by refer- 
13 ence to the deficiency letter of July 15, 19*25. Of the 
admitted net income of $81,941.57, there whs received 
by the petitioners from the leasing of the oil andigas rights 
on the property mentioned in paragraph (3) hereof, the 
sum of $78,844.24, divided between petitioners als follows: 

Henry L. Berg.|$42,872.12 

Rose Berg.! 35,972.12 


arose out 
rights on 
terest for 
the said 
ose out of 
in which 
less than 


(6) The income of $42,872.12 of Henry L. Berg, 
of the leasing of the aforementioned oil and gas 
land in which he owned an undivided fee simple ii 
more than two years prior to the execution ot 
leases. The income of $35,972.12 of Rose Berg ar 
the leasing of the said oil and gas rights on lane 
she owned an undivided fee simple interest for 
two years prior to the execution of the said leases. 

(Ti The sole point at issue in this appeal is whether or 
not the consideration received by Henry L. Berg for leasing 
the said oil and gas rights falls within the classification of 
gain from the sale of capital assets as provided by Section 
206 of the Revenue Act of 1921. 

It is further agreed bdtweeW counsel for the i 
parties that, upon the filing oj this stipulation of 
case shall stand submitted without appearance, 
the understanding that eaclYparty shall have the 
of filing a brief within thirtAdays from November 
the date heretofore set for wearing the appeal. 

A. W. GREGG, 

General Counsel Ifureau\)f Internal Revenue , 

Attorney for Commissioner. 
jP. J. 0’CONNOR, 
Attorney for Taxpayer. 


espective 
acts, the 
but with 
privilege 
17, 1926, 
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14 Exhibit A. 

Appeal of Henry L. and Rose Berg. 

Docket No., 7029. 

Oil and Gas Lease. 

This agreement, made and entered into this the 11th day 
of September, 1922 by and between Henry L. Berg & Rose 
Berg, his wife and Leo Berg & Annie Berg, his wife, Gette 
& Leah Berg, of Camden, Arkansas, party of the first part, 
hereinafter called lessor (whether one or more), and Simms 
Oil Co., a corporation of Texas, party of the second part, 
hereinafter called the lessee. 

Witnesseth, That the said lessor for and in consideration 
of one hundred dollars cash in hand paid, the receipt of 
which is hereby acknowledged, and of the covenants and 
agreements hereinafter contained on the part of the lessee 
to be paid, kept and performed, have granted, conveyed, de¬ 
mised, leased and let, and by these presents do grant, con¬ 
vey, demise, lease and let unto said lessee, for the sole and 
only purpose of mining and operating for oil and gas, and 
laying of jnpe lines, and of building tanks, towers, stations 
and structures thereon to produce, save and take care of 
said products, and all that certain tract of land situated in 
the County of Ouachita, State of Arkansas. 

The Northeast quarter of the Southwest quarter (NElq- 
SWVi) of Section Thirty (30) Township Fifteen (15) 
South Range Fifteen (15) and containing forty (40) acres, 
more or less. 

It is agreed that this lease shall remain in force for a 
term of five years from this date, and as long thereafter as 
oil or gas, or either of them is produced from said land by 
the lessee. 

In consideration of the premises the said lessee covenants 
and agrees: 

1st. To deliver to the credit of the lessor, free of costs in 
tanks or pipe line to which it may connect its wells, the 
equal one-eighth part of all oil produced and saved from the 
leased premises. 
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2nd. To pay the lessor two hundred dollars each year in 
advance, for the gas from each well where gas only is 
found, while the same is being used off the premises, and 
lessor to have gas free of cost from any such well for all 
stoves and all inside lights in the principal dwelling houses 
on said land during the same time by making lps own con¬ 
nection with the well at his own risk and expense. 

3rd. To pay lessor for gas produced from any oil well used 
off the premises at the rate of Twenty Dollars per year, for 
the time during which such gas shall be used|, such pay¬ 
ments to be made each three months in advance.! 

If no well be commenced on said land on or before the 
lltli day of September, 1923, this lease shall terminate as 
to both parties, unless the lessee, on or before that date, 
shall pay or tender to the lessor, or to the lessor’s credit in 
the Camden National Bank of Camden, Arkansas, or its 
successors, which shall continue as the depository regard¬ 
less of changes in the ownership of said land, the sum of 
One dollar per acre, which shall operate as a rental and 
cover the privilege of deferring the commencement of a 
well for 12 months from said date. In like manner 
15 and upon like payments or tenders the [commence¬ 
ment of a well may be further deferred for like 
periods in the same number of months successively. And 
it is understood and agreed that the consideratipn first re¬ 
cited herein, the down payment, covers not only the priv¬ 
ileges granted to the date when said first rental is payable 
as aforesaid, but also the lessee’s option of extending that 
period as aforesaid, and any and all other rights conferred. 

Should the first well drilled on the above described land 
be a dry hole, then, in that event, if a second well is not 
commenced on said land within twelve months from the ex¬ 
piration of the last rental period from which rental has 
been paid, this lease shall terminate as to both parties, 
unless the lessee on or before the expiration of said twelve 
months shall resume the payment of rentals in the same 
amount and in the same manner as hereinafter provided. 
And it is agreed that upon the resumption of the payment 
of rentals, as above provided, that the last preceding para¬ 
graph hereof governing the payment of rental^ and the 
effect thereof, shall continue in force just as tholugh there 
had been no interruption in the rental payments. 
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If said lessor owns a less interest in the above described 
land than the entire and undivided fee simple estate 
therein, then the royalties and rentals herein provided shall 
be paid the lessor only in the proportion which their inter¬ 
est bears to the whole and undivided fee. 

Lessee shall have the right to use, free of cost, gas, oil 
and water produced on said land for its operation thereon, 
except water from wells of lessor. 

When requested by lessor, lessee shall bury its pipe line 
below plow depth. 

No well shall be drilled nearer than 200 feet to the house 
or barn now on said premises, without the written consent 
of the owners. 

Lessee shall pay for damages caused by its operations to 
growing crops on said land. 

Lessee shall have the right at any time to remove all ma¬ 
chinery and fixtures placed on said premises, including the 
right to draw and remove casing. 

If the estate of either party hereto is assigned, and the 
privilege of assigning in whole or in part is expressly al¬ 
lowed, the covenants hereof shall extend to their heirs, ex¬ 
ecutors, administrators, successors or assigns, but no 
change in the ownership of the land or assignment of ren¬ 
tals or rovalties shall be binding on the lessee until after 


the lessee has been furnished with a written transfer or as¬ 
signment or a true copy thereof, and it is hereby agreed 
that in the event this lease shall be assigned as to a part or 
as to parts of the above described land, and the assignee or 
assignees of such part or parts shall fail or make default 
in the payment of the proportionate part of the rents due 
from him or thqm, such default shall not operate to defeat 
or affect this lease in so far as it covers a part or parts of 
said lands upon; which the said lessee or assignee thereof 
shall make due payment of said rentals. 

Lessor herebv warrants and agrees to defend the title to 
the lands herein described, and agrees that the lessee shall 


have the right at any time to redeem for lessor, by pay¬ 
ment, any mortgages, taxes or other liens on the above de¬ 
scribed lands, in the event of default of payment by lessor, 
and be subrogated to the rights of the holder thereof. 

And we, Rose Berg & Annie Berg wives of the said Henry 
L. Berg & Leo Berg for and in consideration of the said 
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sum of money and the covenants and agreements above 
mentioned, do hereby release and relinquish ui[ito the said 
lessee all my right of dower and homestead in| and to the 
said lands for the purpose aforesaid. 

16 Witness our hand and the seal on this 
September, 1922. 

HENRY L. BERGS. 

ROSE BERG. 

LEO BERG. 

ANNIE BERG. 

GETTE BERG. 

LEAH BERG. 

Witnesses: 


lltli dav of 


[l. s.] 
[l. s.] 
[l. s.] 
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Certificate. 


State of Arkansas, 

County of Ouachita: 

I, Lawrence E. Wilson, Clerk of the Ouachfta Circuit 
Court, hereby certify that the foregoing is a trijie and cor¬ 
rect copy of an instrument of writing which was filed for 
record in this office September 16, 1922, at 2:3(p P. M. as 
same appears recorded in Deed Record 11, Page 421. 


In Witness Whereof, I hereunto set my hand a 
of said Court, on this the 26th dav of October, IS 
[seal.] LAWRENCE E. WILS 


and 


(Signed) 


Bv SUSIE NEWTON, D. C 


the seal 
$26. 

ON, 

Clerk, 


Now, January 7, 1928, the foregoing Stipulation and Ex¬ 
hibits certified from the record as a true copy. | 

[Seal U. S. Board of Tax Appeals, 1924.] 


B. D. GAMBLE, 


1 


4 ppeals. 
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Clerk Board of Tax 

A true copy: 

Teste 

* B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 


3—4697a 
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United States Board of Tax Appeals. 
Docket No., 7029. 

Henry L. Berg and Rose Berg, Petitioners, 

v. 

Commissioner of Internal Revenue, Respondent. 


Promulgated Mav 11, 1927. 


Certain instruments herein construed and held to be oil 
and gas leases and not sales of capital assets within the 
meaning of section 206 of the Revenue Act of 1921. 


P . f7. O’Connor, Esq., for the petitioners. 
J. E. Marshall, Esq., for the respondent. 


This proceeding involves the determination of a defi¬ 
ciency in income tax for the year 1922, in the amount of 
$10,655.82. The only point at issue is whether the consid¬ 
eration received bv Henrv L. Berg for leasing certain oil 
and gas rights in certain lands falls within the classifica¬ 
tion of gain from the sale of capital assets as provided by 
section 206 of the Revenue Act of 1921. The facts are 
found as stipulated. 


Findings of Fact. 

Petitioners are husband and wife and are residents of 
Camden, Arkansas. 

Henrv L. Berg and his brother, Leo Berg, for nearlv 
forty years prior to 1922, were in the mercantile business 
together at Camden. Throughout such period, they ac¬ 
quired the fee simple title to approximately 40,000 acres of 
land in Calhoun and Ouachita Counties, Arkansas. By deed 
dated Mav 16, 1922, and dulv executed bv Henry L. Berg 
and his brother, Leo Berg they conveyed to Rose Berg, wife 
of Henry L. Berg, a fee simple title to fractional interests 
in the said 40,000 acres of land. At sundry times in the 
year 1922 on or before November 18, 1922, Henry L. 
19 Berg and Rose Berg his wife, together with Leo 
Berg and his wife and children, executed certain oil 
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and gas leases to divers parties. All of the leases were in 
all respects similar and so far as is material here provided: 

That the said lessor for and in consideration of — Dol¬ 
lars cash in hand paid, the receipt of which is hereby ac¬ 
knowledged, and of the covenants and agreements herein¬ 
after contained on the part of the lessee to be p^\id, kept and 
performed, have granted, conveyed, demised, leased and let, 
and by these presents do grant, convey, demise, lease and 
let unto said lessee, for the sole and only purpose of mining 
and operating for oil and gas, and laying of pibe lines, and 
of building tanks, towers, stations and structures thereon 
to produce, save and take care of said products,] and all that 

certain tract of land situated in the County of]-, State 

of-. ' ] 

It is agreed that this lease shall remain in| force for a 
term of — from this date, and as long thereafter as oil or 
gas, or either of them is produced from said Hand by the 
lessee. 

In consideration of the premises the said lessee cove¬ 
nants and agrees: 

1st. To deliver to the credit of the lessor, free of costs in 
tanks or pipe line to which it may connect its wells, the 
equal one-eighth part of all oil produced and saved from 
the lease premises. 

2nd. To pay the lessor — Dollars each year in advance, 
for the gas from each well where gas only is found, while 
the same is being used off the premises, and lessor to have 
gas free of cost from any such well for all stoves and all 
inside lights in the principal dwelling houses on said land 
during the same time by making his own connection with 
the well at his own risk and expense. 

3rd. To pay lessor for gas produced from any oil well 
used off the premises at the rate of — Dollars per year, for 
the time during which such gas shall be used, such pay¬ 
ments to be made each three months in advance. 

If no well be commenced on said land on or before the — 

day of -, 19—, this lease shall terminate |as to both 

parties, unless the lessee, on or before that dat4, shall pay 

or tender to the lessor, or to the lessor’s credit m the- 

Bank of-, Arkansas, or its successors, which shall con¬ 

tinue as the depository regardless of changes in the owner- 
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ship of said land, the sum of —, which shall operate as a 
rental and cover the privileges of deferring the commence¬ 
ment of a well; for — from said date. In like manner and 
upon like payments or tenders the commencement of a well 
may be further deferred for like periods in the same num¬ 
ber of mouthy successively. And it is understood and 
agreed that the consideration first recited herein, the down 
payment, covers not only the privileges granted to the date 
when said first rental is payable as aforesaid, but also the 
lessee’s option of extending that period as* aforesaid, and 
any and all other rights conferred. 

20 Should the first well drilled on the above described 
land be g dry hole, then, in that event, if a second 
well is not commenced on said land within twelve months 
from the expiration of the last rental period from which 
rental has been paid, this lease shall terminate as to both 
parties, unless the lessee on or before the expiration of said 
twelve months shall resume the payment of rentals in the 
same amount and in the same manner as hereinafter pro¬ 
vided. And it is agreed that upon resumption of the pay¬ 
ment of rentals, as above provided, that the last preceding- 
paragraph hereof governing the payment of rentals and the 
effect thereof, shall continue in force just as though there 
had been no interruption in the rental payments. 

For the calendar year 1922, the petitioners filed a joint 
return on March 14, 1923, showing the income of the wife 
separate and apart from the income of the husband. The 
only income reported for the wife represented profits of 
$35,134.14 from the leasing of the oil and gas rights in the 
land mentioned and described on the return as “capital net 
gain.” The return also included like profits of $40,230.37 
of the husband, described likewise on the return as “capital 
net gain;” and for the purpose of arriving at the tax lia¬ 
bility of both individuals jointly, the income of the wife was 
added to the husband’s income, making an aggregate re¬ 
ported joint net income of $78,458.83,—on which amount a 
tax of $9,807.35 was computed by petitioners at 12 Vl>% on 
the theory that such computation was authorized by section 
206 of the Revenue Act of 1921. 

Upon an audit of the return, the Commissioner found the 
aggregate joint net income of petitioners to be $81,941.57, 
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which net income is admitted by petitioners to be correct. 
The Commissioner in computing the tax did n^t consider 
the profits arising out of the leasing of the o 
rights aforesaid as falling within the provisions 
206 of the Revenue*Act of 1921, but computed th<^ 
sections 210 and 211 of that Act; and he 
21 a deficiency in tax of $10,655.82 due by 
Berg and Rose Berg. Of the admitted net 

CP CP 

$81,941.57, there was received by the petitioner^ from the 
leasing of the oil and gas rights on the property imentioned 
the sum of $78,844.24, divided between them as fallows: 

Henry L. Berg. 

Rose Berg. 


1 and gas 

of section 

tax under 

arrived at 

Henrv L. 
•> 

income of 


. $42,872.12 

. 35,972.12 

The income of $42,872.12 of Henry L. Berg arose out of 
the leasing of the aforementioned oil and gas rights on land 
in which he owned an undivided fee simple interest for 
more than two years prior to the execution ol 
leases. The income of $35,972.12 of Rose Berg ar 
the leasing of the said oil and gas rights on lane 
she owned an undivided fee simple interest for 


the said 
ose out of 
in which 
less than 


two years prior to the execution of the said leases. 

Opinion. J 

Littleton: The tax in controversy is for the year 1922 
and if consideration received by the petitioners fc|>r leasing 
the said oil and gas rights falls within the classification of 
gain from the sale of capital assets as provided by section 
206 of the Revenue Act of 1921, the Commissioner’s deter- 

7 • i 


apply to 
and gas 
|ination is 


mination is erroneous, but if section 206 does not 
the income received by petitioners from the oil 
leases involved herein, the Commissioner’s determ 
correct. 

The pertinent parts of section 206 of the Revenue Act of 
1921, which petitioners insist apply and the Ooim|nissioner 
contends are not applicable to this case, are as follows: 

Sec. 206 (a). That for the purpose of thijs title: 

*22 (1) The term “capital gain” means tax 

from the sale or exchange of capital assets 
mated after December 31, 1921; 


lible gam 
con sum- 
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(6) The term “capital assets'* as used in this section 
means property acquired and held by the taxpayer for profit 
or investment for more than two years (whether or not con¬ 
nected with his trade or business), but does not include 
property held for the personal use or/consumption of the 
taxpayer or his family, or stock in trade of the taxpayer or 
other property of a kind which would properly lie included 
in the inventory of the taxpayer if on hand at the close of 
the taxable year. 

(b) In the case of any taxpayer (other than a corpora¬ 
tion) who for any taxable year derives a capital net gain, 
there shall (at the election of the taxpayer) lie levied, col¬ 
lected and paid, in lieu of the taxes imposed by sections 210 
and 211 of this title, a tax determined as follows: 

A partial tax shall first be computed upon the basis of the 
ordinary net income at the rates and in the manner pro¬ 
vided in sections 210 and 211, and the total tax shall be this 
amount plus 12 1 /* per centum of the capital net gain; but if 
the taxpayer elects to be taxed under this section the total 
tax shall in no such case be less than 12VL* per centum of the 
total net income. The total tax thus determined shall be 
computed, collected and paid in the same manner, at the 
same time and subject to the same provisions of law, in¬ 
cluding penalties, as other taxes under this title. 

The Committte on Ways and Means said at page 10 of its 
report: 


The sale of farms, mineral properties, and other capital 
assets is now seriouslv retarded bv the fact that gains and 
profits earned over a series of years are under the present 
law taxed as a lump sum (and the amount of surtax greatly 
enhanced thereby) in the year in which the profit is realized. 
Many such sales, with their possible profit taking and con¬ 
sequent increase of the tax revenue have been blocked by 
this feature of the present law. In order to permit such 
transactions to go forward without fear of a prohibitive 
tax, the proposed bill, in section 206, adds a new section 
(207) to the income tax, providing that where the net gain 
derived from the sale or other disposition of capital assets 
would, under the ordinary procedure, be subjected to an in¬ 
come tax in excess of 15 per cent, the tax upon capital net 
gain shall be limited to that rate. It is believed that the 
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|our opm- 
fhat such 


passage of this provision would materially increase the 
revenue, not only because it would stimulate prdfit-taking 
transactions but because the limitation of 15 per cent is also 
applied to capital losses. Under present conditions there 
are likelv to be more losses than gains. 

23 The question, therefore, is whether the lexecution 
of such oil and gas leases as the one herein as a 
4 ‘sale” or “exchange” of a capital asset, as defined by 
the section quoted. 

Whether or not such leases constitute a sale of the oil and 
gas in place has been variously held by different courts, 
there being much conflict of authority, though, in 
ion, the greater weight of authority is to the effect 
oil and gas leases are not outright sales of oil a^id gas in 
place, but merely grants to such lessees of the righ|: or priv¬ 
ilege to go upon the land, drill for oil and gas and remove 
it when found. 

In Appeal of Nelson Land Oil Co., 3 B. T. Al 315, the 
Board held that certain instruments, somewhat similar to 
the leases now under consideration, were oil and gas leases 
and not conveyances of oil and gas in place |md that 
amounts paid to the grantor of oil and gas leases aj$ a bonus 
constituted additional royalties and not a return of capital. 
In Rich v. Doneghey, 71 Okla. 204; 177 Pac. 86, deferring 
oil and gas leases, the court said— 

The right so granted or reserved, and held separate and 
apart from the possession of the land itself, is an incorpo 
real hereditament; or more specifically, as desig 
the ancient French, a profit d prendre, analogous to a profit 
to hunt and fish on the land of another. 


to 


Tn Walla Walla Oil, Gas & Pipe Line Co. v. Valentine, 
103 Wash. 359; 174 Pac. 980, the court states— 

The contract amounts only to a license entitling the 
licensee to search and dig for oil and gas according to the 
terms of the grant, and appropriate the produce to his own 
use on payment of the royalty or proportion without ac¬ 
quiring any property in the minerals until they ard severed 
from the land. They create only an incorporeal heredita¬ 
ment—a right issuing out of or concerning land. [Italics 
ours.] 
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24 Numerous authorities might be cited showing that 
leases similar to those involved in this proceeding 
are not sales of the oil and gas in place or in the land but 
are merely grants to the lessees of the right to go upon the 
land, drill for oil, and remove it when found. A few au¬ 
thorities only are here cited. Brown v. Spilman, 155 T T . S. 


665; Osborn v. Arkansas Territorial Gas Co., 103 Ark. 175; 


146 S. IV. 122; Kolacliny v. Galbreatli, 26 Okla. 772; 110 


Pac. 902; Kelly v. Keys, 213 Pa. 295; 62 Atl. 911; 1 Vafford 
Oil £ Gas Co. v. Shipman, 233 Ill. 9; 84 X. E. 53; Florence 
Oil £ Be fining Co. v. Orman . 19 Colo. A. 79; 73 Pac. 628; 
Pittsburgh £ West Virginia Gas Co. v. Ankrom, 83 W. Va. 
81; 97 S.‘ E. 593; Richland s Oil Co. v. Morriss, 108 Va. 288; 
61 S. E. 762. 


Under decisions of the Supreme Court of Texas, Stephens 
County v. Mid-Kansas Oil £ Gas Co., 113 Tex. 160; 254 
S. W. 290, and a few other States such leases are held to be 
sales of the ore or oil in place. 

We think it unnecessary in order to dispose of the issue 
here presented to decide whether there is ownership of oil 
and gas in place. By the instrument in question the peti¬ 
tioner “leasee} and let unto the lessee, for the sole and only 
purpose of mining and operating for oil and gas 
and to deliver to the credit of the lessor, free of costs, 
the equal of one-eighth of all oil produced and 
saved from the leased premises” and to pay the lessor cer¬ 
tain sums where only gas is found. This language does not 
comport with the term “sale” as that term appears to have 
been used in section 206. The proceeds of minerals, and by 
minerals we include oil and gas, obtained from mining 
operations constitute gross income to the owner of the 
leased premises, and this is true where the minerals are 
leased. The result of an ordinary mining lease, such as we 
have here, is merely to transfer the cost of operations from 
the owner to the lessee. The operation remains the 
25 same and the proceeds of the operation are divided 
between the lessee and lessor, the portion of the min¬ 
erals and amounts paid to the lessor pursuant to the lease 
usually being termed “royalty.” Gross proceeds ex¬ 
tracted in the usual course of mining operations have long- 
been considered gross income. Stratton's Independence, 
Ltd., v. Hoivbert, 231 U. S. 399; Stanton v. Baltic Mining 
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Co., 240 U. S. 103; Yon Bamnbacli v. Sargent Land Co., 242 
U. S. 503; U. S. v. Biwabik Mining Co., 247 U. S. 11G. 

In Yon Baumbach v. Sargent Land Co., supra, the court 
said— 

The nature of these mining leases lias been jthc subject 
of some difference of opinion in the courts. The Circuit 
Court of Appeals in this case took the view announced in 
some of the earlier cases, notably in Pennsylvania, that 
the leases were such in name onlv, and were in fact convev- 
ances of the ore in place as part of the realty, and that the 
so-called royalties merely represented payments for so 
much of the land and were in no just sense income, but 
mere conversions of the capital. j 

The court then referred to certain decisions of the Su¬ 


preme Court of Minnesota to the effect that mine leases 
were in fact leases and the compensations paid thereunder 
were rent. The court continued— 

These conclusions of the Supreme Court of Minnesota 
are not only made concerning contracts in that Stale, such 
as are here involved, but are supported by many authori¬ 
ties. Ordinarly, and as between private parties, there is no 
question of the duty of the federal court to follow these de¬ 
cisions of the Minnesota Supreme Court, as a rule of real 
property long established by state decisions. Kuhn v. Fair¬ 
mont Coal Company, 215 U. S. 349, 360. Whether in con¬ 
sidering this Federal statute we should be constrained to 

o 


follow the established law of the State, as is contended lr 


the Government, we do not need to determine. The deci¬ 
sive question in this case is whether the payments made as 
so-called rovalties amount to income so as to bring such 


payments within the scope of the Corporation Tax Act of 


1909. The prior decisions of this court in Stratton’s Inde¬ 


pendence v. Iloivbert, 231 U. S. 399, and Stanton v. Baltic 
Mining Company, 240 U. S. 103, in which the Stratton Case 
was followed and approved, are decisive of this question. 

i 

The court further said— j 

We think that the payments made by the lessees to the 
corporations now before the court were not in substance 

4—4697a 


26 


HENRY L. BERG ET AL. VS. COM MR. OF INT. REV. 


the proceeds of an out rigid sale of a mining prop- 
26 erty, but, in view of the terms.of these instruments, 
were in fact rents or royalties to be paid upon enter¬ 
ing into the premises and discovering, developing and re¬ 
moving the mineral resources thereof, and as such must be 

w i 7 

held now as then, to come fairlv within the term income as 
intended to he reached and taxed under the terms of the 
Corporation Tax Act. 

In V. S. v. Biivabik Mining Co., supra, the court said:— 

The lessee takes from the property the ore mined, paying 
for the privilege so much per ton for each ton removed. He 
has this right or privilege under the form of lease here in¬ 
volved so long as he sees tit to hold the same without exer¬ 
cising the privilege of cancellation therein contained. He 
is, as we held in the Sargent Land Company Case, in no 
legal sense a purchaser of ore in place. 


Section 206 of the Revenue Act of 1921 provides for a 
method of taxing the “gain from the sale or exchange of 
capital assets/’ This provision of itself, and especially 
when taken in connection with the Report of the Ways and 
Means Committee, shows that the tax therein proposed is a 
tax upon gains,from a sale, the basis of which gain is the 
difference between the cost or March 1, 1913, value and the 
selling price. See l \ S. v. Flannery , 268 V. S. 98- Upon 
the other hand, the gross proceeds of minerals extracted in 
mining operations have been considered gross income with¬ 


out reference to cost since 1913 and all of the Revenue Acts 
passed since that time and the decisions of the courts have 
been upon this basis. It thus appears that this theory is 
one embodied in the Revenue Acts and exists irrespective 
of what the laws of various states max be relative to min- 
ing. This case presents a question similar to that presented 
in the Burk-Way goner Oil Association v. Hopkins, 269 U. S. 
110, wherein it was said: 


The claim that the Act, if so construed, violates the Con¬ 
stitution is also unsound. It is true that Congress cannot 
make a thing income which is not so in fact. But the thing 
to which the tax was here applied is confessedly income 
earned in the name of the Association. It is true that Con¬ 
gress cannot convert into a corporation an organization 
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which by the law of its Slate is deemed to be a partnership. 

But nothing in the Constitution precludes Congress from 

taxing as a corporation an association | which, al- 

27 though unincorporated, transacts its business as if 

it were incorporated. The power of Congress so to 

tax associations is not affected bv the fact that, under the 

* ■ 

law of a particular State, the association cannot hold title 
to property, or that its shareholders are individually liable 
for the association’s debts, or that it is not recognized as a 
legal entity. Neither the conception of unincorporated as¬ 
sociations prevailing under the local law, nor the relation 
under that law of the association to its shareholders, nor 
their relation to each other and to outsiders, is of legal sig¬ 
nificance as bearing upon the power of Congress to deter¬ 
mine how and at what rate the income of the joint enter¬ 
prise shall be taxed. 

In Lynch v. Alworth-Stejdicus Co., 2G7 U. S. 364, the 
court, after referring to Von Baum bach v. Sargent Land 
Company and U. S. v. Biwabik Mining Com pant), said— 

i 

It was held in both cases, as we hold here, tliatj the leases 
under consideration did not convey title to the oye in place. 

In the Revenue Act of 1921 we find in section 2lj-4 (a) (10) 
referring solely to mines, oil and gas wells, | the word 
“leases.” This word must mean leases as const i ued bv the 
courts and as taxed under previous acts. It must include 
all mining leases which resemble the ordinarv foi*m of min- 
ing lease, and all such leases are to be given effect for tax¬ 
ing purposes as theretofore construed by the courts. 

The decision of the Board in the Appeal of An\ta Taylor, 
3 B. T. A. 1201, is relied on by petitioner in support of his 
contention that amounts received under the lease here in¬ 
volved were gains from the sale of capital assets. That 
case involved the outright sale of a lease and has no appli¬ 
cation to the question here involved. 

For the reasons hereinbefore given, the Board is of the 
opinion that amounts received under the terms o::‘ the lease 
here involved were not a “gain from the sale or exchange 
of capital assets” within the meaning of section 206 of the 
Revenue Act of 1921, and the determination of the Commis¬ 
sioner is accordingly affirmed. 

Judgment will be entered for the respondent, j 
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Now, January 7,1928, the foregoing Findings of Fact and 
Opinion certified from the record as a true copy. 

[Seal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk Board of Tax Appeals. 

28 United States Board of Tax Appeals, Washington. 

Docket No., 7029. 

IIenry L. Berg and Rose Berg, Petitioner-, 

vs. 

Commissioner of Internal Revenue, Respondent. 
Order of Redetermination. 

Pursuant to the Board’s findings of fact and opinion, 
promulgated May 11, 1927, it is 

Ordered and decided: That, upon redetermination, there 
is deficiency for the year 1922 in the amount of $10,655.82. 

(Signed) B. H- LITTLETON, 

Member United States Board of Tax Appeals. 

Dated Washington, D. C., May 12, 1927. 

A true copy: 

Teste. 

[Seal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

Now, January 7, 1928, the foregoing Order of Redetermi¬ 
nation certified from the record as a true copy. 

[Seal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk Board of Tax Appeals. 
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29 Filed Oct. 19, 1927. United States Boat'd of Tax 

Appeals. 

United States Board of Tax Appeals, Washington, D. C. 

Docket No., 7029. 

* 

Henry L. and Rose Berg, Petitioners, 

vs. 

Commissioner of Internal Revenue, Respondent. 
Stipulation and Agreement. 

It is hereby stipulated and agreed, by and between the 
parties hereto, by their respective attorneys, that the deci¬ 
sion of the Board of Tax Appeals in the above entitled 
cause, dated May 12, 1927, rendering judgment against the 
petitioners and in favor of the Commissioner of Internal 
Revenue, may be reviewed by the Court of Appeals of the 
District of Columbia. 

This agreement is made in accordance with and under 
and pursuant to the provisions of Section 1002-J of the 
Revenue Act of 1926. 

Dated this 19th dav of October, 1927. 

(Signed) JAMES H. J. SYKES, 

Attorney for Petit loners. 
(Signed) C. M. CHAREST, 

Attorney for Respondent. 

Now, January 7, 1928, the foregoing Stipulation and 
Agreement certified from the record as a true copy. 

TSeal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk Board of Tax Appeals. 
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30 Filed Oct. 27, 1927. United States Board of Tax 

Appeals. 

United States Board of Tax Appeals, Washington, D. C. 

Docket No., 7029. 

Henry L. Berg and Rose Berg, Petitioners, • 

vs. 

Commissioner of Internal Revenue, Respondent. 


Petition for Review. 


Come.s now the above named Henrv L. Berg and Rose 
Berg jointly and severally and for their petition for re¬ 
view allege, aver and state: 

The Nature of the Controversv. 

1. The nature of the controversv stated brieflv is as fol- 
lows: This proceeding involves the determination of a defi- 
ciencv in income tax for the Year 1922, in the amount of 
$10,566.82. The only point at issue is whether the consid¬ 
eration received bv Henrv L. Berg and Rose Berg for leas- 
ing certain oil and gas rights in certain lands falls within 
the classification of gain from the sale of capital assets as 
provided by Section 206 of the Revenue Act of 1921. The 
facts were stipulated and agreed upon by counsel for all 
parties. 

The Court in Which Review is Sought. 

2. Petitioners state that the review of the decision of the 
United States Board of Tax Appeals in this cause is sought 
in the Court of Appeals of the District of Columbia. And 
that there has has been filed in the Office of the Clerk of the 
United States Board of Tax Appeals a stipulation and 
agreement by and between the petitioners and respondent 
through their respective attorneys agreeing that this ap¬ 
peal may be reviewed by the Court of Appeals of the Dis¬ 
trict of Columbia. 
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erred in 

|v 11. 1927 

•/ / 

jespondent 

red in its 
missioner 


31 Assignment of Errors. 

• I 

The above named Henry L. Berg and Rose ^erg, peti¬ 
tioners, by their attorney assign the following errors in the 
record and proceedings of the United States Boijrd of Tax 
Appeals in the above entitled cause, which errors, they 
and each of them, urge in the Court of Appeals (jf the Dis¬ 
trict of Columbia. 

1. The United States Board of Tax Appeals 
making and entering its decision promulgated Ma 
rendering and entering judgment in favor of the i 
and against the petitioners. 

2. The United States Board of Tax Appeals e 
decision affirming the determination of the Com 
of Internal Revenue in this case. 

3. That the decision of the said Board of Tax Appeals is 
contrary to the evidence set forth in the stipulation of the 
agreed statement of facts filed herein. 

° # i 

4. That the judgment rendered by the decision cjf the said 
Board of Tax Appeals is contrary to the finding oj* facts set 
forth by said Board of Tax Appeals in the decision pro¬ 
mulgated by the Board. 

5- That the said Board of Tax Appeals erred in its de¬ 
cision holding “that amounts received under thi term of 
the lease here involved were not a ‘gain from tlje sale or 
exchange of capital assets’ within the meaning o|f Section 
206 of the Revenue Act of 1921.” I 

6. That the United States Board of Tax Appeals erred in 
refusing to sustain the petition and appeal of |the peti¬ 
tioners. 

7. That the decision of the said Board of Tax Appeals is 
contrary to law. 

Wherefore, the said petitioners, Henry L. Berg and Rose 
Berg, and each of them, pray that the decision of the United 
States Board of Tax Appeals in the above entitled cause 
may be reviewed by the Court of Appeals of the District of 


Iren de red 
d for all 


Columbia and that the decision and judgment 
herein may be reversed, modified, and set aside ai 
other relief to which the petitioners, and each of tljem, may 
be entitled and as justice may require. 


JAMES H. J. SYKE 


Attorney for Petitioners . 


S, 


i 
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32 United States of America, 

District of Columbia, ss: 

I, James H. J. Sykes, of lawful age, being first duly 
sworn, depose and say: That I am the attorney for Henry L. 
Berg and Rose Berg, the petitioners herein, that neither 
Henrv L. Berg nor Rose Berg are within the District of 
Columbia. And that as such attornev for Henrv L. Berg 
and Rose Berg, the petitioners, I am duly authorized to 
verifv said Petition for Review. That I am familiar with 
the statements contained therein and, that the facts therein 
alleged are true, to the best of my knowledge, information 
and belief. 

JAMES H. J. SYKES. 

Subscribed and sworn to before me this 27th day of 
October 1927. 

[seal board.] B. G. GAMBLE. 

Now, January 7, 1928, the foregoing Petition for Review 
certified from the record as a true copy. 

[Seal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk Board of Tax Appeals. 

33 Filed Dec. 20, 1927. United States Board of Tax 

Appeals. 


United States Board of Tax Appeals. 

Docket No., 7029. 

Henry L. Berg and Rose Berg, Petitioners, 

v. 

Commissioner of Internal Revenue, Respondent. 

Preecipe. 

To the Clerk of the United States Board of Tax Appeals: 

You are requested to take a transcript of record to be 
filed in the United States Court of Appeals of the District 
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[by above- 
d of Tax 


on 11 sol of 


S. Board 


Littleton, 


als of the 


of Columbia, pursuant to the review taken in the|above-en¬ 
titled case and to include in such transcript of record, copies 
duly certified as correct, of the following documents: 

1. Petition for Review. 

2. Petition and Exhibits thereto annexed filed 
named petitioners before the United States Boa 
Appeals September 11,1925. 

3. The motion and Answer of the respondent filed Octo¬ 
ber 6, 1925. 

4. Stipulation and Exhibits thereto between c 
the respective parties to the above styled proceedings be¬ 
fore the Board of Tax Appeals filed November lfl, 1926. 

5. The Findings of Fact and decision of the U. 
of Tax Appeals promulgated May 11, 1927. 

6. Order of redetermination by Hon. B. F. 

Member of the U. S. Board of Tax Appeals. 

7. Stipulation for Review by the Court of Appe 
District of Columbia. 

8. This Praecipe. 

9. Docket entries of proceedings before the Board. 

JAMES H. J. SfrfKES. 

Approved and Service admitted this, 14th dav of Decem¬ 
ber, 1927. 

C. M. CHARE^T, 

General Counsel, Bureau of Internal Revenue. 

H. 

Now, January 7, 1928, the foregoing Praecipe 
from the record as a true copy. 

[Seal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLi 
Cleric Board of Tax A 


certified 


lE, 

bpeals. 


5—4697 a 
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34 United States Board of Tax Appeals. 

Docket No., 7029. 

Henry L. Berg and Rose B£rg, Petitioner-, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time. 

For cause shown, it is hereby 

7 w 

Ordered thatlhe time for filing certified copies of record 
• papers sur petition for review of the above proceeding in 
the Circuit Court of Appeals for the District of Columbia 
be and is herebv extended to January 9, 1928. 

(Signed) B. H. LITTLETON, 

Member V. S. Board of Tax Appeals. 

Dated Washington, D. C., December 22,1927. 

A true copy: 

Teste. 

[Seal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

Endorsed on cover: Board of Tax Appeals. No. 4697. 
Henry L. Berg and Rose Berg, his wife, appellants, vs. Com¬ 
missioner of Internal Revenue. Court of Appeals, District 
of Columbia. Filed Jan. 9,1928. Henry W. Hodges, clerk. 
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IN THE 


Court of Appeals, District of Columbia 

No. 4697 ! 


IIexry L. Bercx and Rose Berg, pus wife, 

Appellants , 
vs. 

Commissioner of Internal Revenue, 

Appellee. 


APPEAL FROM THE UNITED STATES! 
BOARD OF TAX APPEALS 


BRIEF OF APPELLANT 

JURISDICTION | 

This case comes before the Court on Petition for 
Review of a decision of the United States Board) of 
Tax Appeals, pursuant to Sections 1001, 1002 ajnd 
1003 of the Revenue Act of 1926. By stipulation j of 
the parties (Record Page 29) it was agreed that tjhe 
case might be reviewed by the Court of Appeals!of 
the District of Columbia, pursuant to Section 100M. 

I 

I 

THE CASE j 

This appeal involves the determination of a dcjfi- 



ciencv in income tax of Henry L. Be nr and Rose 
Berg, liis wife, for the calendar year 1922. On July 
15, 1925, the Commissioner of Internal Revenue is¬ 
sued his letter of deficiency to Henry L. Berg and 
Rose Berg, his wife, asserting a deficiency of $10,- 
655.82. 

From this letter an appeal was taken to the 
United States Board of Tax Appeals. 

Henry L. Berg and Rose Berg, his wife, Appel¬ 
lants, and Commissioner of Internal Revenue, Ap¬ 
pellee,! stipulated as to the facts (Record Pages 11- 
13). The stipulation is hereinafter set out in full 
under the heading “STATEMENT OF FACTS,” 
and gives a full history of the case. 

The Board of Tax Appeals found the facts as 
stipulated and on May 11, 1927, promulgated its de¬ 
cision and entered judgment for the Commissioner 
of Internal Revenue and from this decision and 
judgment a Petition for Review was tiled in the Of¬ 
fice of the Clerk of the United States Board of Tax 
Appeals and the appeal perfected. 

THE QUESTIONS INVOLVED 

The only point at issue is whether the considera¬ 
tion received by Henry L. Berg and his wife, Rose 
Berg, for the sale of certain oil and gas leases cov¬ 
ering certain lands, in the year 1922, falls within the 
classification of gain from the sale of capital assets 
as provided by Section 206 of the Revenue Act 
of 1921. 


STATEMENT OF FACTS 


The facts were stipulated by the parties, which 


stipulation is here set out in full and reads jin words 
and figures as follows, to wit: 


C i 


It is hereby agreed and stipulated between 
counsel for the respective parties to the above- 
styled proceeding before the Board of Tax Ap¬ 
peals that the following facts may be considered 
as true without further proof. | 

(1) The taxes in controversy are] income 
taxes of Henry L. Berg and Rose Berg, the pe¬ 
titioners, for the calendar vear 1922. 

(2) The petitioners are husband ahd wife, 
residing at Camden, Arkansas. 

(3) Henry L. Berg and his brother, Leo 
Berg, prior to 1922, were in the mercantile busi¬ 
ness together at Camden, Arkansas, for nearly 
forty years. Throughout such period of time, 
they acquired the fee simple title to approxi- 
matelv 40,000 acres of land in Calhcjun and 
Ouchita counties, Arkansas. By deed dated 
Mav 16, 1922, and dulv executed by Henrv L. 
Berg and his brother, Leo Berg, they conveyed 
to Rose Berg, wife of the said Henry L. Berg, 
a fee simple title to fractional interests in the 
said 40,000 acres of land. At sundrv t|imes in 

* I 

the year 1922, on or before November 18, 1922, 
Henry L. Berg and Rose Berg, his wife, to¬ 
gether with Leo Berg and his wife and chil¬ 
dren, executed certain oil and gas leases to 
divers parties, a copy of an actual lease, jsimilar 
in all respects to all the leases executed! by the 
petitioners, being hereto attached and identified 
as Exhibit A. | 

(4) For the calendar year 1922, the petition¬ 
ers filed a joint return on March 14, 19^3, exe- 
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euted by the husband only, showing the income 
of the wife separate and apart from the income 
of the husband. The only income reported for 
the wife represented profits of $35,134.13 from 
the leasing of the oil and gas rights in the 
land mentioned in paragraphs (3) hereof, and 
described on the return as 44 capital net gain.” 
The return also included like profits of $40,- 
230.37 of the husband, described likewise on 
the return “capital net gain”; and for the pur¬ 
pose of arriving at the tax liability of both in¬ 
dividuals pointly, the income of the wife was 
added to the husband’s income, making an ag¬ 
gregate reported joint net income of $7S,458.83 
—on which amount a tax of $9,807.35 was com¬ 
puted by petitioners at 12%% on the theory 
such computation was authorized by Section 
206 of the Revenue Act of 1921. 

(5) Upon an audit of the return, the Com¬ 
missioner found the aggregate joint net income 
of petitioners to be $81,941.57, which net income 
is admitted by petitioners to be correct. The 
Commissioner in computing the tax did not con¬ 
sider the profits arising out of the leasing of the 
oil and gas rights aforesaid as falling within 
the provisions of Section 206 of the Revenue 
Act of 1921, but computed the tax under Sec¬ 
tions 210 and 211 of that act; and he arrived 
at a deficiency in tax of $10,655.82 due by Henry 
L. Berg and Rose Berg, as more particularly 
appears by reference to the deficiency letter of 
July 16, 1926. Of the admitted net income of 
$81,941.57, there was received by the petitioners 
from the leasing of the oil and was rights on 
the property mentioned in paragraph (3) here- 
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L. 


of, the sum of $78,846.24, divided between peti¬ 
tioners as follows: ! 

Henry L. Berg_$43,873.12 

Rose Berg_ 35,973.12 

(6) The income of $43,873.12 of Henry 
Berg arose out of the leasing of the aforemen¬ 
tioned oil and gas rights on land in which he 
owned an undivided fee simple interest for niore 
than two years prior to the execution of I the 
said leases. The income of $35,927.12 of I^ose 
Berg arose out of the leasing of the said I oil 
and gas rights on land in which she owned Jun- 
divided fee simple interest for less than two 
years prior to the execution of the said leases. 

(7) The sole point at issue in this appea|l is 
whether or not the consideration received 
Ilenrv L. Berg for leasing the said oil and 
rights falls within the classification of gain f ij 
the sale of capital assets as provided by Sec¬ 
tion 206 of the Revenue Act of 1021. 

It is further agreed between counsel for the 
respective parties that, upon the filing of this 
stipulation of facts, the case shall stand sub¬ 
mitted without appearance, but with the under¬ 
standing that each party shall have the privi¬ 
lege of filing a brief within thirty days from 
November 17, 1926, the date heretofore set for 
hearing the appeal. ” Rec. pages 11-13.) 

ASSIGNMENT OF ERRORS 

The following errors have been assigned: 

1. The United States Board of Tax Appeals 
erred in making and entering its decision promul¬ 
gated May 11, 1927, rendering and entering judg¬ 


in' 

gas 

om 
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ment in favor of the respondent and against the 
petitioners. 

2. The United States Board of Tax Appeals erred 
in its decision affirming the determination of the 
Commissioner of Internal Revenue in this case. 

3. That the decision of the said Board of Tax 
Appeals is contrary to the evidence set forth in the 
stipulation of the agreed statement of facts iiled 
herein. 

4. That the judgment rendered by the decision 
of the said Board of Tax Appeals is contrary to the 
finding of facts set forth by said Board of Tax Ap¬ 
peals in the decision promulgated by the Board. 

5. That the said Board of Tax Appeals erred in 
its decision holding “that amounts received under 
the term of the lease here involved were not a ‘gain 
from the sale or exchange of capital assets’ within 
the meaning of Section 206 of the Revenue Act of 
1921.” 

6. That the United States Board of Tax Appeals 
erred in refusing to sustain the petition and appeal 
of the petitioners. 

7. That the decision of the said Board of Tax 
Appeals is contrary to law. 



< 

BRIEF AND ARGUMENT 
THE STATUTE INVOLVED 

The Revenue Act of 1921, or so much thereof as 
is pertinent to the case, is as follows: 

Sec. 206. (a) That for the purpose of this title: 

(1) The term “capital gain” means taxable gain 
from the sale or exchange of capital assets consum¬ 
mated after December 31, 1921; 

(2) The term “capital loss” means deductible 
loss resulting from the sale or exchange <bf capital 
assets consummated after December 31, 19)21; 

(3) The term “capital deductions” mdans such 
deductions as are allowed under this titlp for the 
purpose of computing net income and are properly 
allocable to or chargeable against items of capital 
gain as defined in this section; 

(4) The term “capital net gain” means the excess 
of the total amount of capital gain over the sum of 
the capital deductions and capital losses; I 

(5) The term “ordinary net income” means the 

net income, computed in accordance with the pro¬ 
visions of this title ,after excluding all items of 
capital gain, capital loss, and capital deductions; 
and | 

(-6) The term “capital assets” as used in this 
section means property acquired and held by the 
taxpayer for profit or investment for mbre than 
two years (whether or not connected with his trade 
or business), but does not include property held 
for the personal use or consumption of the tax¬ 
payer or his family, or stock in trade of jthe tax¬ 
payer or other property of a kind which would prop- 
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eriy be included in the inventory of the taxpayer 
if on hand at the close of the taxable year. 

(b) In the case of any taxpayer (other than a 
corporation) who for any taxable year derives a 
capital net gain, there shall (at the election of the 
taxpayer) be levied, collected and paid, in lieu of 
the taxes imposed by sections 210 and 211 of this 
title, a tax determined as follows: 

A partial tax shall first be computed upon the 
basis of the ordinarv net income at the rates and 
in the manner provided in Sections 210 and 211, and 
the total ta?v shall be this amount plus 12% per cen¬ 
tum of the capital net gain; but if the taxpayer 
elects to be, taxed under this section the total tax 


shall in no such case be less than 12% per centum 
of the total net income. The total tax thus deter¬ 


mined shall be computed, collected and paid in tin* 
same manner, at the same time and subject to the 


same provisions of law, including penalties, as other 


taxes under this title. 


Till: INSTRUMENTS UNDER 


CONSIDERATION 


The instruments under consideration are called 
leases. They operate to create in the so-called lessee 
the whole estate in the oil and gas in tin* whole of 
the tracts of land covered thereby; conditioned, how- 
ever, to vest in full ownership upon the production 
of oil or gas. This condition goes to the vesting of 
tiie estate only, not to the creation or granting of 
the estate. 
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AN INSTRUMENT MAY BE CALLED A LIPASE 
' IN NAME WHEN IN REALITY IT IS 
A SALE AND CONVEYANCE 

Leases are generally for a term of vears. If for 
a long term, as a hundred years, though of greater 
value than if for the life of the grantee, the estate 
is still inferior. The entire body of coal under a 
tract of land may be embraced in a lease, and the 
term be so long that in all probability the lessee will 
mine the whole of the coal. Nevertheless the term 
of years is but a chattel or interest in the land. The 
lease of a mine for a term of years or for li|fe in¬ 
volves the possibility, if not the probability,! of a 
reversion. But where by the provisions of a, con¬ 
tract the possession of a certain lease of a mine was 
to continue until all the coal was mined, and the 
money to be paid, though called by various terms, 
was in reality a certain price per ton, and the gran¬ 
tee agreed to remove all the coal beneath the sur¬ 
face, and to take no less than a named quantity 
each year, there was an actual sale of the coal, 
rather than a lease, though the operative wdrd of 
the grant was “lease.’’ Delaware, L. & W. R. Co. 
vs. Sanderson, 109 Pa. 583, 1 Atl. 394, 390, 58 Am. 
Rep. 743. 
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THE AMERICAN TEXTWRITERS AND COM¬ 
MENTATORS AGREE THAT OIL AND GAS 
ARE A PART OF THE REALTY 

Gould, in his valuable work on Waters, in Section 
291, says: 

“Petroleum oil, like subterranean water, is 
included in the comprehensive idea which the 
law attaches to the word ‘land/ and is a part 
of the soil in which it is found. * * * A lease 
of land, for the purpose of mining oil, coal, rock, 
or carbon oil, passes a corporal interest which 
is the proper subject of an action of ejectment; 
and a proportionate share of the oil to be pro¬ 
duced by an oil well is an interest in land, a 
parol sale of which is void under the statute of 
frauds.” 


In Thornton on Oil and Gas, a standard work 
upon the subject, in Section 19, it is said: 

“Oil and gas, until severed from the realty, 

are as much a part of it as coal or stone. So 

long as they remain in the ground, outside of an 

artificial receptacle at least, as the casing of a 

well or pipe line, they must be treated as a part 

of tfie realty underneath the surface of which 

thev lie. So much so are they a part of the 

realty, as we shall repeatedly see hereafter, 

that a conveyance of them in their natural state 

in the earth requires all the formalities of a 

conveyance of any other interest in the same 
* * 

real estate.” 


11 


Again, in Section 20 of the same work, thi$ is an¬ 
nounced : 

1 

“The owner of the surface is the o\jner of 
the gas and oil beneath it; but, if they escape 
into the land of another, he ceases to be owner 
of them. The} 7 are the subject of grant pr con¬ 
veyance, just as much so as the grant or con¬ 
veyance of coal or stone buried in the isoil of 
the same tract of land.” 

Mr. Mills is the latest text writer in America on 
this subject and is the authority most generally ac¬ 
cepted by the bench and bar of America today. He 
lias grown up with the oil producing business and 
lias watched its growth from a minor indu$try to 
the third largest industry in the world todav. 

In Mills Law of Oil and Gas at page 20, para¬ 
graph 13 thereof, the following language is found: 

“One line of authorities adopts the sarnie rule 
for oil and gas as for solid minerals. j It is 
held in those jurisdictions that the owper of 
the land under which thev lie, at least untjil they 
shall be drained therefrom, is the absolute 
owner of them in place, in the same manner and 
to the same extent as he is the owner of the 
solid mineral. He may grant or reserve them 
in place, and such grant or reservation dreates 
a separate corporal estate in the oil an^l gas, 
identical in nature with the estate in the sur¬ 
face. This rule obtains in Pennsylvania, [where 
the doctrine of ‘ferae naturae’ was fir^t an¬ 
nounced, and both upon reason and weijaht of 
authority seems to be the better rule. It\is ad- 
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hered to in the majority of the oil 'producing 
states .' ? 


Citing Alabama, Arkansas, California, Kansas. 
Kentucky, Montana, Ohio, Pennsylvania, Tennessee. 
Texas and West Virginia. 

Further in Mills Laic of Oil and Gas we find at 
page 22 at paragraph 14 thereof, the following: 

“This right (speaking of the exclusive right 
to seek oil and gas) is a property right which 
may be granted or reserved, but such grant or 
reservation creates not a corporal but an in- 
corporal interest in the land, and does not sever 
the mineral estate from the surface estate. 
This rule may he called the minority rule and 
obtains in the States of Illinois, Indiana, Louis¬ 
iana. Xeic York and Oklahoma.'' 


UNDER- THE COMMON LAW AND THE DE¬ 
CISIONS OF THE ENGLISH COURTS MINING 
LEASES ARE A SALE “OUT AND OUT OF A 
PORTION OF THE LAND.” 


In the case of Goican vs. Christie , L. K. 2 K. App. 

284, Lord Cairns said: 

“Altho we speak of a mineral lease or a lease 
of minerals, the contract is not in reality a lease 
at all in the sense in which we speak of an 
agricultural lease. There is no fruit, that is 
to say, there is no increase. There is no sow¬ 
ing or reaping, in the ordinary sense of the 
term, and there are no periodical harvests. 
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What we call a mineral lease is a sale out and 
out of a portion of the land. It is a liberty 
given for a specific length of time to go into 
and under the land and to get certain things 
there and if he can find them there to take them 
away, just as if he had bought so much of the 
soil.” 

A leading English work on the law of real prop¬ 
erty is Leake’s “Law of Property in Rent.” On 
page 55 of Volume 2 thereof, we find the following 
language: 

I 

“A lease of minerals or a license to jtake 
minerals for a term of years is equivalent to a 
sale out and out of so much of the soil itself 
as consists of the minerals to be taken, and the 
rent reserved upon a mineral lease is not | like 
the ordinary rent on reservation of annual jpro- 
fits, but in effect a payment in installments of 
the price of the minerals sold. It is usual to re¬ 
serve it in the form of a royalty; that is, a 
proportion of the minerals worked or of their 
value . 9 9 


This difference in these parts of realty has been 
recognized since Sir William Blackstone wrote his 
Commentaries. For instance, from Lord Blackburn 

7 i 

in the case of Campbell vs. Wardloic, 8 App. pas. 
C41: I 


“The principle upon which the whole matter 
depends is the same both in English and Scotch 
law, and I should be inclined to think that it 
would be verv much the same in every ebun- 


I 
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try, for it is the nature of things that causes it 
to be so. Where there is ‘produce,’ such as 
minerals, which, when once taken away, is never 
replaced, it is in a very different position from, 
I may say, apples or fruits of that kind, which 
are annually reaped and which replace them¬ 
selves. That they are different in the nature 
of things is obvious enough. When there is an 
estate consisting partly of minerals or things 
of that sort and partly of animal products in 
the other sense, such as fruits and the like, and 
that estate comes to a person with a limited in¬ 
terest, the remainder being somebody else, the 
question would rise; what is to be done with 
the produce? The law of England, and, I be¬ 
lieve, of every country, the feudal law, and tin* 
civil law, too, would say that in that case the 
person who has the limited interest, takes, be¬ 
yond all doubt, the annual produce, the grass, 
the apples, and things of that sort, and applies 
them to his own use as he pleases, as long as 
his interest lasts. But it would follow, from 
the strict rule which I have mentioned before, 
that minerals, whether the mines have been 
opened or not, would remain a part of the soil 
belonging to the person who was to have the 
ultimate interest in the soil; the remainderman, 
as he would be called in England, or the fiar as 
he would be called in Scotland, would take them 
all.” 



UNDER THE COMMON LAW AS APPLIED 
IN THIS COUNTRY AN OIL AND GAS jLEASIO 
IS A SALE OF AN INTEREST IN LAND. 

I 

In Securities Oil Company vs. Colquitt , 28 Tex. 
Civ. App. (292) 296, 69 S. W. 169, the court said: 

“An oil lease investing the lessee with the 
right to remove all the oil in place, in j consid¬ 
eration of his giving the lessor a certain per 
cent thereof, is, in legal effect, a sale of a por¬ 
tion of the land.” 


The Supreme Court of California in the jcase of 
Graciosa Oil Company vs. Santa Barbara County , 
155 Cal. 140; 99 Pac. 483, in passing on an oil and 
gas mining lease and the rights thereunder, used 
this language: 

o o 


“The right of the lessee under this contract 

is more than that of the ordinarv lessee. It is 

* 

of a different character and for a different pur¬ 
pose. He has no right at all to the usufruct 
of the soil. His right extends to the extraction 
of a certain part of the substance of the land 
itself, to its permanent separation and removal 
and its conversion to his own use. Thej whole 
object to the contract is to effect, if not [techni¬ 
cally a sale and conveyance of a substantjal and 
specific part of the land, at least a disposition 
and transfer thereof to another.” 

i 

i 

and further in same opinion, the court said: j 

“The strata of oil or oil-bearing sand con¬ 
stitute, as we have seen, a part of the land which 
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may bo the subject of separate ownership. 
There may be a separate ‘claim to’ this part of 
the land, as well as a separate ‘claim to’ a por¬ 
tion of the surface. • A ‘claim to’ take this 
stratum from its place and then convert it to 

one’s own use mav well be termed a claim to 

•> 

land, although not accompanied by actual phy¬ 
sical possession of the subterranean deposit. 
The lease also gives plaintiff the right to pos¬ 
session of the surface of the ground, so far as 
mav be necessarv to enable it to bore for and 
extract oil and as an incident to the main pur¬ 
pose of the contract. The plaintiff’s rights may 
therefore in these aspects be classed as real 
estate.” 

In Transcontinental Oil Company vs. E miner son, 
298 Ill. 394, 131 X. K. 645, 16 A. L. R. 507: 

In this case the oil and gas mining lease was prae- 
ticallv identical with the lease in the case at bar. 
In passing on the property rights in the oil and gas 
mining lease the court said: 

“The supreme court of Pennsylvania held, 

following numerous previous decisions of that 

court, that language substantially the same as 

that of the exhibit attached to the appellant’s 

hill shows th einstrument to be a lease convev- 

* 

ing an interest in land—a corporal, and not an 
incorporal, hereditament. The same view has 
been taken by the supreme courts of other juris¬ 
dictions: Wilson vs. Youst (Wilson vs. 

Hughes) 43 W. Ya. S26, 39 L. R. A. 292, 28 S. E. 
781: Woodland Oil Co. vs. Crawford , 55 Ohio 
St. 161, 34 L. R. A. 62, 44 X. E. 1093; Brown vs. 
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Foicler, 65 Ohio St. 507, 63 N. E. 76; Southern 
Oil Co . vs. Colquitt, 28 Tex. Civ. App. 292, 69 
S. W. 169; Wolfe County vs. Beckett . ^27 Ky 
252,17 L. R. A. (N. S.) 688,105 S. W. 44^; Mur¬ 
ray vs. Allred , 100 Tenn. 39 L. R. 249, 66 Am. 
St. Rep. 740, 43 S. IV. 355, 19 Mor. Min. Rep. 
169. I 

“We have held, in accordance with the de¬ 
cisions in the cases last cited and in accordance 
with what we regard as the better reason as 
well as the weight of authority, that an Instru¬ 
ment of the character of that in question here, 
which is a form of oil and gas lease in common 
use in this state, conveys a freehold interest in 
the real estate to which it applies, and is, in 
effect, a sale of a part of the land. Oil and 
gas in the earth cannot be the subject of an 
ownership distinct from the soil. They belong 
to the owner of the land onlv so long a£ thev 
remain under the land, and his grant of them 
to another is a grant only of such oil and gas 
as the grantee may find, and no title to it) vests 
in the grantee until it is actually found. The 
conveyance, however, of the right to enter upon 
the land for the purpose of prospecting and 
operating for oil and gas, laying pipe line$, and 
building powers, stations, and structures to 
produce, save, and care for the products, is a 
convevanee of an interest in the land itself, 
which, if of indefinite duration, is a freehold 
estate in the land. Bruner vs. Hicks, 2$0 Ill. 
536, 120 Am. St. Rep. 332, 82 X. E. S88;,IF^- 
ford Oil & Gas Co. vs. Shipman , 233 Ill. 9, 122 
Am. St. Rep. 144, 84 X. E. 53; Poe vs. tllrey, 
233 Ill. 56, 84 X. E. 46; People ex rel. Carrdl vs. 
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Bell ; 237 Ill. 332, 19 L. R. A. (N. S.) 746, 86 X. 
E. 593, 15 Ann. Cas. 511; Ohio Oil Co. vs. 
Daughetee , 240 Ill. 361, 36 L. R. A. (X. S.) 1108, 
88 X. E. 818; Daughetee vs. 0/*/o 0?7 Co. 263 
Ill. 518, 105 X. E. 308. 

“The instruments in question conveyed to 
the appellant an estate in the land mentioned 
in them which is corporal property.” 

In Heller vs. Daileg 28 Ind. App. 555, 63 X. E. 
490, which seems to be the controlling case in that 
state, it appears from the opinion that the suit was 
brought to collect the accrued rentals under a grant 
of the oil and gas and other minerals with the right 
to go upon the land for the purpose of exploring for 
same, and that said rentals were not paid for which 
the plaintiff prayed judgment. 

In the opinion the court said: 

“The oil and gas in their free and natural 
state within the land constitute a part of it, 
though they be fluent and liable to depart to 
other land, there to be taken into possession 
through wells made for such purpose. The 
right to take such minerals from the land con¬ 
stitutes an interest in land. The instrument 
under csnsideration does not create a mere per¬ 
sonal privilege to take the minerals from the 
land. It is an exclusive and assignable interest 
in land.” 

In Mound City Brick & Gas Co. vs. Goodspeed Gas 
& Oil Co., 83 Kan. 136, 109 Pac. 1002, the Supreme 
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Court of Kansas in passing on an oil and was min¬ 
ing lease in this case said: 

“It is argued that the act was only intended 
to apply to solid minerals, such as coal[ lead, 
and zinc, and that because of their peculiar 
attributes oil and gas are not capable of Owner¬ 
ship in place and cannot have been within the 
legislative purpose. The terms of the act are 
broad enough to embrace minerals of Jevery 
kind, and it is well settled that oil and gps, al¬ 
though fugitive fluids, are minerals. Ziyc Co. 
vs. Freeman, 69 Kan. 691, 76 Pac. 1130; Murray 
vs. Allred , 100 Tenn. 100, 43 S. JY. 355, 39 L. R. 
A. 249, 66 Am. St. Rep. 740.” 

and further said: 


“It has also been determined that, although 
oil and gas in place are a part of the realty, 
the stratum in which they are found is capable 
of severance, and by an appropriate writing 


the owner of the land mav transfer the stratum 

•» 

containing oil and gas to another. Such party 
acquired an estate in and title to the stratum of 
oil and gas.” 


I 

In Wolfe Comity vs. Beckett (1907) 127 Ky. 252, 
17 L. R. A. (X. S.) 688, 105 S. W. 447, the C^urt in 
passing on an oil and gas lease said: 

“There is a wide difference between an ordi¬ 
nary lease of lands and an oil or gas lease. 

* i 

lender the former, the lessee has only th^ right 
to occupy and cultivate the land, and take 
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therefrom the growing crops. At the expira¬ 
tion of his lease, the property is intact. Its 

condition is substantially the same as it was 

•/ 

when he entered upon the land. The property 
owned bv the lessor is not diminished. Its 

9 / 

value is practically the same. This is not true, 
however, of an oil or gas lease. The latter car¬ 
ries with it not only the privilege of going upon 
the lands for that purpose, but the right to take 
therefrom during the continuance of the lease 
such oil or gas as may be found. The title to 
the oil or gas is vested by the lease in the lessee. 
It is his property of recognized value. He con¬ 
trols l it and disposes of it as his own. Not only 
is the oil or gas property, but the lease under 
which it is taken from the ground is property, 
which has substantial value, and is the subject 
of frequent sale. If, at the expiration of the 
lease, the property be returned to the lessor, 
its value has been diminished to the extent that 
oil and gas have been taken therefrom, and the 
value of the property to that extent has been 
enjoyed by the lessee. It is contended, how¬ 
ever, that the oil in situ, being a part of the 
realty,, cannot be severed therefrom except by 
deed. Tt is admitted that the leases held bv 

i * 

appellees are of the usual kind. They give to 
appellees the right to drill and operate for oil 
and gas for a definite term of years, and, in 
case oil or gas is found in paying quantities, to 
continue said operations so long as same is 
found in quantities that pay. Appellees agree, 
on their part, to deliver one-eighth of all oil 
found by reason of such operations, in suitable 
pipe lines, to the owner of the fee, the lessor. 
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i 

and to pay a fixed sum per year for eacji well 
the product of which is carried and marketed 
from the premises. The remainder of tjhe oii 
or gas is the property of the lessee. Why, then, 
say that a deed is necessary to sever the oil 
from the realty, when the lease accomplished 
the same result? During the continuance of 
the lease the ownership of the oil or gas is 
vested in the lessee; and, as the lease continues 
so long as oil or gas may he found in paying 
quantities, does not the lessor part with hib title 
to the oil in situ for all practical purposes, for 
the reason that it has no value if it caniiot be 
produced in quantities that pay? We therefore 
conclude that the form of contract is imma¬ 
terial, and that it makes no difference whether 
the oil or gas privileges be conveyed by d^ed or 
lease, just so the effect of the instrument is to 
vest in the lessee all property rights to the oil 
or gas that may be found in paying quantities 
on the leased premises.” 

In Gray-Mellon Oil Co. vs. Fairchild (Coijrt of 

Appeals of Kentucky, March 22, 1927,) 292 >J>. W. 

743, the court savs: 


“Notwithstanding the vagrant character of 
oil and gas, and their liability to escape, the 
right of the owner of the fee to land which has 
oil and gas beneath the surface to seveir the 
estate in the surface from that in the oil or gas 
underlying it is generally recognized.” 

“Oil and gas in the earth stand mucfh as 
water percolating under the earth. The owner 
in fee owns to the center of the earth. But he 
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does not own a specific cubic foot of water, oil 
or gas under the earth until he reduces it to 
possession. The reason is, these substances are 
fugitive, and the water, oil or gas which is under 
his land todav may be elsewhere tomorrow. He 
is only entitled to hold as his own the water, oil 
or gas which he finds under his land and re¬ 
duces to possession. But the right to explore 
for these substances and to reduce them to pos¬ 
session, if found, is a valuable part of his prop¬ 
erty. It is an interest in the land springing out 
of his ownership of everything above and below 
the surface. While the oil is fugitive, the sand- 
sharing oil is as stationary as hank of coal. The 
only practical use to which the oil bearing sand 
can be put is to get the oil out of it. The ex¬ 
clusive permanent right to get the oil from the 
sand is necessarily a right to a part of the land, 
and to use the sand in anv other way would be 
to destroy the right to extract the oil from it. 
as the sand must be allowed to remain as it is 
for the oil to flow thru it. If Williams had con¬ 
veyed his land to another, reserving to himself 
‘the exclusive privilege of making, mining, and 
getting oil on the land, then, plainly, he would 
have reserved to himself an interest in the land 
and have severed this interest in the grant of 
the surface. Bodcaw Lumber Co. vs. Goode. 
160 Ark. 48, 254 S. W. 345, 29 A. L. R. 578. 
There can be no substantial distinction between 
the granting of the exclusive privilege of mak¬ 
ing, mining and getting oil and a reservation 
of the same right. In either case, there is a 
severance of the oil right from the estate in the 
surface.” 
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“The conflict in the eases on the subject is 
more apparent than real.” 

“The conveyance of the exclusive right to 
use these sands for the only purpose for which 
they can be used is necessarily a grant of an 
interest in the land.” 


i 

In Beckett-1 seman Oil Company vs. Backer, lOo 
Ivy. 819, 178 S. W. 1084, the court says: 


“It is well settled that oil and gas are miner¬ 
als and are a part of the realty, and a lease 
giving to the lessee the right to explore certain 
lands and remove therefrom the oil and gas is a 
contract for the transfer and sale of an interest 
in lands and is required to be in writing.” 

To same effect see Kash vs. United States Steel 
Oil Company, 192 Ky. 422, 23 S. W. 898; Hosktns vs. 
Northern, etc,, Oil Company, 194 Ky. 638, 240 S. IV. 
377; Lowther vs. Scheirich, 195 Ky. 177, 241 S. W. 
834. 


In Adams vs. Elkhorn Coal Corp., 199 Ky| 
251 S. W. 67)4, 67)7), the court finds as follows: 


615, 


“The parties to this contract were competent 
to contract. The consideration paid the grant¬ 
ors was substantial. They conveyed the labso- 
lute title to seven-eighths of the oil and a^l the 
minerals, and also conveyed the gas with the 
understanding that they should be paid $100.00 
‘for each gas well when used off of said prem¬ 


ises. 9 Thev crave the grantee unlimited 


time 


for exercising its rights to remove these prod 
nets. That having been done, lapse of time} can- 
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not convert the grantee’s favor into a leasehold 
right, nor operate to defeat its title.” 

In Union Gas and Oil Co. vs. Wiedeman Oil Com¬ 
pany, 211 Ky. 328, 277 S. W. 323, the court after 
quoting various authorities on this subject said: 

“Consistent with the above principles, we 
have also held that oil and gas leases are to be 
considered real property.” 

See Gray-Mellon Oil Co. vs. Fairchild Supra. 

Ohio has said in a verv early case: 

“So a lease of premises for the purpose and 
with the exclusive right of drilling for oil and 
giving the right for one year or so long as gas 
or oil is produced in paying quantities is not 
strictly a lease, but a license coupled with a 
conditional grant conveying the grantor’s in¬ 
terest in the gas well conditioned that gas or oil 
is found in paying quaitities.” Herrington vs. 
Wood, 6 Ohio C. Ct. Rep. 326. 

The Supreme Court of the State of Oklahoma in 
Northwestern Oil and Gas Company vs. Branine, 71 

Okla. 107, 175 Pac. 533, in speaking of an oil and gas min¬ 
ing lease used the following language: 

“The lease herein involved was not wholly 
executory and unperformed. So far as the les¬ 
sors were concerned, the lease was wholly exe¬ 
cuted, and by its terms there was granted to 
the lessee an estate in possession, which vested 
immediately on its execution and delivery. 
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under which lessees had the right according to 
the terms of the lease, for a period of five years 
to make exploration on the leased premises. 
Frank Oil Co, vs. Belleview Oil Co., 29 Okl^ 719, 
119 Pac. 260, 43 L. R. A. (X. S.) 487; Brennan 
et al. vs. Hunter et at., 172 Pac. 49.” 

In Gpysy Oil Co. vs. Clinton, 98 Okla. 282, 22ojPae. 
587, the Supreme Court of Oklahoma says: 

“Various cases are cited by counsel for plain¬ 
tiffs in their brief which it is claimed support 
their proposition, notably the case of Parker vs. 
Richard, 250 U. S. 235 39 Sup. Ct. 442, (fe L. 
Ed. 954, but it is sufficient to say that the pro¬ 
position insisted on has been overturned by our 
Supreme Court in the recent case of Plutd Oil 
£ Gas Co. vs. Miller (No. 10870) 219 Pac. 303, 
corrected opinion handed down October 9, 1923, 
not vet officiallv reported.” 

In the Pluto Oil £ Gas Co. vs. Miller, 95 Okla. 222, 
219 Pac. 303, the Supreme Court of Oklahoma 
states: 

“The contention of defendant in error is the 
same as announced in the case of Hoyt vs. j^ix- 
ico,, 175 Pac. 517, wherein this court stated as 
follows: 

“ ‘An oil and gas mining lease, executed Feb- 
ruarv 11, 1915, bv a full-blood heir of a de- 
ceased Creek Indian allottee, is a ‘conveyance 
of an interest ’ in said lands, and is void unjless 
approved as required by Section 9, Act C<j)ng. 
May 27,1908, c. 199 (35 Stat. 315).’ 

And 

“ ‘An oil and gas mining lease of such lfind 
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executed by a guardian of a minor full-blood 
heir of such deceased allottee, on March 2, 1912, 
for a period of years extending beyond the 
minority of his ward, which lease was duly ap¬ 
proved, is valid.’ 

‘‘The above case has been cited and approved 
as supporting the principle ‘that an oil and gas 
lease is a conveyance of an interest in land, in 
the cases of Rich vs. Doneghey (Okl. Sup.) 177 
Pac. 86, 3 A. L. R. 352; Garfield Oil Co. vs. 
Champlin, 7S Okl. 91, 189 Pac. 514; Brunson vs. 
Carter Oil Co. (I). C.) 259 Fed. 656. See also, 
IJldred vs. Okmulgee Loan & Trust Co., 22 Okl. 
742, 98 Pac. 929. 

“This court, in the case of Carter Oil Co. vs. 
Popp, 174 Pac. 747, held, in substance, that an 
oil and gas lease is such a grant of the use and 
occupancy of the homestead as requires the 
joint consent of both husband and wife. This 
case was approved by this court in the case of 
Treesf vs. Shoemaker, SO Okl. 235, 195 Pac. 766, 
and Francen vs. Oklahoma Star Oil Co., 80 Okl. 
103,194 Pac. 193. 

“The Circuit Court of Appeals, in the case of 
Parker vs. Riley, 243 Fed. 42, 155 C. C. A. 572, 
had occasion to construe the Act of Congress, 
May 27, 1908, with reference to an oil and gas 
mining lease, and held that such a lease was an 
alienation within the meaning of said act.” 

In Westmoreland (0 Cambria Nat. Gas Co. vs. I)a 
Witt, 130 Pa. 235, 18 Atl. 724, the court said: 

“The subject of possession was not the land, 
certainly not the surface. All of that, except 
the portions actually necessary for operating 
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purposes, was expressly reserved by thel lease 
to Brown, the lessor. Except of such portions, 
the complainants had no possession thaJt was 
not concurrent with that of the lessor, if, in¬ 
deed, it could be called possession of the land 
at all. Complainants’ right in the surface of 
the land under the lease was rather in the nature 
of an easement of entry and examination, with 
a right of possession arising where a particu¬ 
lar place of operation should be selected, and 
the easement of ingress, egress, storage, trans¬ 
portation, etc., during the continuance of the 
operation. The real subject of possession to 
which complainant was entitled under the lease 
was the gas or oil contained in, or obtainable 
through, the land. The learned master says gas 
is a mineral, and while in situ is part of the 
land, and therefore possession of the land is 
possession of the gas. But this deduction must 
be made with some qualifications. Gas, it is 
true, is a mineral; but it is a mineral with 
peculiar attributes, which require the applica¬ 
tion of precedents arising out of ordinary min¬ 
eral rights, with much more careful considera¬ 
tion oi* the principles involved than of the mere 
decisions. Water also is a mineral; but the de¬ 
cisions in ordinary cases of mining rights^ etc., 
have never been held as unqualified precedents 
in regard to flowing, or even to percolating, 
waters. Water and oil, and still more strongly 
gas, mav be classed by themselves, if the anal- 
ogy be not too fanciful, as minerals, they have 
the power and the tendency to escape without 
the volition of the owner. Their ‘ fugitive and 
wandering existence within the limits of aj par- 
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ticular tract was uncertain/ as said by Chief 
Justice Agnew in Broicn vs. Vandegrift, 80 Pa. 
St. 147, 148. They belong to the owner of the 
land, and are part of it, so long as they are on 
or in it, and are subject to his control; but when 
they escape, and go into other land, or come 
under another ? s control, the title of the former 
owner is gone. Possession of the land, there¬ 
fore, is not necessarily possession of the gas. 
If an adjoining, or even a distant, owner, drills 
his own land, and taps your gas, so that it 
comes into his well and under his control, it is 
no longer yours, but his. And equally so as 
between lessor and lessee in the present case, 
the one who controls the gas—has it in his 
grasp, so to speak—is the one who has posses¬ 
sion in the legal as well as in the ordinary sense 
of the word.” 

‘‘Tested by those principles, there is not the 
slightest doubt that the possession of the gas, 
as well as the right to it under this lease, was in 
the complainants. * * * On the other hand. 
Brown had no possession of the gas at all. His 
possession of the soil for purposes of tillage, 
etc., gave him no actual possession of the gas: 
and he had no legal possession, for his lease had 
conveved that to another.” 

In Blaklty vs. Marshall, 174 Pa. St. 425, 34 Atl. 

564, the syllabus reads as follows: 

“An oil lease, investing the lessee with the 
right to remove all the oil in place in the prem¬ 
ises, in consideration of his giving the lessors a 
certain per centum thereof, is in legal effect a 
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sale of a portion of the land, and the proceeds 
represent the respective interests of the lessors 
in the premises. If the lessors in an oil lease 
are life tenants and remainderme-n, the life ten¬ 
ants are entitled to the interest on the royalties 
during life, and at their death the corpus jof the 
fund, made up of the aggregate rovaltie^, goes 
to the remainder-men.” 


The question as to what an oil and gas ij 
lease sells and conveys was before the supreme 
of Pennsylvania in Appeal of Stoughton, 88 
198, and it was there held that: 


mning 


Pa 


court 
St. 


< i 


A guardian has ordinarily power to lease 
any of his ward’s property that is of such char¬ 
acter as makes it the subject of a lease; but 
without the approval of the orphans’ court he 
cannot dispose of any part of the realty. Oil, 
however, is a mineral, and, being a mineral, is 
part of the realty. Funk vs. Haldeman, 53 Pa. 
St. 229. 

“In this it is like coal or anv other natural 

w 

product, which, in situ, forms part of the land. 
It may become, by severance, personalty, or 
there may lie a right to use or take it, originat¬ 
ing in custom or prescription, as the right of a 
life-tenant to work opened mines, or to us£ tim¬ 
ber for repairing buildings or fences on ajfarm, 
or for firebo'te. Nevertheless, whenever cqnvev- 
anee is made of it, whether that conveyance be 
called a ‘lease’ or ‘deed,’ it is in effect, the grant 
of part of the corpus of the estate and not of a 


mere incorporeal right. In the case above 


cited, 


this is said to be so as to leases of coal lands 
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for the purpose of mining, and there is no rea¬ 
son why the same doctrine should not apply to 
oil leases. ” 

The Supreme Court of Appeals of West Virginia 
in the case of Williamson et al vs. Jones et al, 39 W. 
Ya. 231,19 S. E. 436, the court said: 

“We are met at the threshold by the conten¬ 
tion on the part of the defendant Jones that, no 
matter who may be the rightful owner of the 
land, petroleum,—mineral oil,—so far from 
being a part of the inheritance, something of 
which waste can be committed, is only capable 
of the qualified ownership of belonging to him 
who first appropriates it, no matter where it 
may be situated. Whatever the earlier decis¬ 
ions in other states may have been, it has never 
been so held in this state; and the authorities 
now very generally—universally, as far as I 
have examined them—hold petroleum to be a 
mineral, and as much a part of the realty as 
timber, coal, or iron ore, except that in proper 
cases its mobility as a subterranean liquid must 
be taken into consideration, as in the case of 
salt water,*etc.” 

and the court further cites Petroleum Co. vs. Trans¬ 
portation Co., 28 W. Ya. 210, stating: 

“The court evidently regarded the oil as part 
of the: realty, if not the gas also, as long as it 
remained in the earth, and subject to the 
owner’s control, whether such owner be lessor 
or lessee: but from its nature the title of such 
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owner is gone when the gas escapes intp the 
land of another, and comes under his control. 
See Gould, Waters (2d Ed.) Sec. 291; Gas Co. 
vs. Tyner , 131 Ind. 277, 31 N. E. 59; Id., 31| Am. 
St. Rep. 433, and cases cited in the note.’’ 

and the court in the opinion further states: 

“We take for granted, therefore, that petro¬ 
leum in place, among the strata of the garth, 
where it belongs, is a part of the inheritance, 
and to take it unlawfully would be lasting dam¬ 
age to the disherison of him in remainder. 5 ’ 

In the case of South Penn Oil Co. vs. Mclntire et 
al., 44 W. Va. 305, 28 S. E. 926, it is held: 

“Petroleum oil, as it is found in the crevices 
of the rock, is part of the realty, and embraced 
in the comprehensive idea which the la^jr at¬ 
taches to the word ‘land.’ The only mannjer in 
which a guardian can lease or sell the lapd of 
his ward for the purpose of its development, or 
any other purpose, is in the manner prescribed 
by statute, under a decree of the court. A 
guardian has ordinarily power to lease aby of 
his ward’s property of such character as makes 
it the subject of a lease; but without approval 
of the orphans’ court he cannot dispose of any 
part of the realty. Oil is a mineral, and, being 
a mineral, is part of the realty; and a guardian 
cannot lease the land of his ward for the pur¬ 
pose of its development, as it would, in effect, 
be the grant of a part of the corpus of the estate 
of his ward.” 
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In Lawson vs. Kirchner, f)0 W. Va. 344, 40 S. E. 

344, the court said: 

“The second objection, that the court was 
without the power to lease, but could only sell 
infants * real estate, or some portion thereof, is 
met bv the fact that the lease of a tract of land 
for oil and gas purposes is a conditional con¬ 
tingent sale of the oil and gas in place; that is, 
real estate. Williamson vs. Jones, 39 W. Va. 
231, 19 S. E. 436, 25 L. R. A. 222; Wilson vs. 
Youst, 43 W. Va. 826, 28 S. E. 781, 39 L. R. A. 
292. The title is inchoate and dependent on the 
finding of the oil and gas by the purchaser in a 
limited number of davs. The sale never be- 
comes absolute and fullv consummated until the 
conditions thereof are fulfilled and the contin¬ 
gency on which consummation depends happens, 
and if |thev fail, bv reason of the default of the 
purchaser, the sale is at an end. Steel smith vs. 
Gartlan, 45 W. Va. 27, 29 S. E. 978, 44 L. R. A. 
107. While it is a sale of real estate, so far as 
the lessors are concerned, it is only of such part 

thereof as the lessee mav be able to find and 
^ * 

convert into personalty. But it is such a sale 
as only the court can make and the guardian 
cannot make, except under the direction and 
authority of the court. During the life of the 
lease the lessee has such an interest in the oil 
and gas in place that he can prevent any other 
person, even the owner of the land, from com¬ 
mitting waste by the extraction of such oil or 
gas. %Wees vs. Oil Co., 47 W. Va. 107, 34 S. E. 
933. Hence we must hold that the lease in this 
case was a sale of the oil and gas in place, con- 
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ditioned on the contingency of the lessee finding 
the same in a limited time and converting them 
into personalty by reduction to actual posses¬ 
sion and control.” 

• I 

The Supreme Court of Wyoming in the cfjse of 
State vs. Snyder, 29 Wyo. 1G3, 212 Pac. 758, said: 


“Oil and gas, while in situ, are part 6f the 
realty; part of the corpus of the land. When a 
portion of it is taken away, the proceeds neces¬ 
sarily arise out of the corpus, and it is humanly 
impossible to change that simple, plain, physi¬ 
cal fact. The character of the proceeds can, 
obviously, at least as between the beneficiaries, 
in no possible manner be changed by the nature 
of the documentary authority pursuant to 
which the oil and gas is taken out oj* the 
ground. Documents do not possess the power 
of an alchemist; neither do they wield a magi¬ 
cian’s wand. Whether the oil be taken out of 
the ground pursuant to a license, lease, saje, or 
anv other grant, or without anv authority idiat- 
ever, could not in the slightest degree affect the 
physical fact that it comes from the corpus of 
the land. If taken and disposed of at ap, the 
effect is clearly a permanent disposition of' that 
much of the corpus, the principal, of the Jand, 
and, irrespective of the authority pursuant to 
which that is done.” 

and further in same opinion, the court said: 


“A great many cases are cited 


defining the 

/ < I • / • 
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term ‘royalty,’ and declaring it to be ‘rent]’ ‘in 
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the nature of rent/ or ‘analogous to rent.’ Not 
one of these cases deals with the subject under 
consideration here. Most of the cited cases are 
from Iowa, Illinois, Missouri, Pennsylvania and 
West Virginia. Yet in each one of these states, 
as will be hereafter shown, the courts have held 
specifically, and without leaving any doubt on 
the proposition, that under circumstances simi¬ 
lar to those in the case at bar, royalty or min¬ 
eral leases is a part of the corpus of the prop¬ 
erty, and that the principal of the royalty be¬ 
longs to the party entitled to the corpus.” 

and the court after analyzing many authorities 
further states: 

“In fact, we can find no cases where the pro¬ 
ceeds of mineral leases, under circumstances 
such ag exist in the case at bar, have been treated 
as ordinarilv rental in the sense contended for; 
and the authorities are numerous—extending 
as far back into the centuries of the past of 
Anglo-Saxon jurisprudence as the lights avail¬ 
able permit us to search and find—and are un¬ 
animous in holding that the proceeds arising 
therefrom under facts similar to those in the 
ease at bar are and must be treated as princi¬ 
pal.” 

In the United States vs. Gypsy Oil Company, 10 
F. (2d) 487 the Circuit Court of Appeals in speak¬ 
ing of an oil and gas mining lease, says: 

“The language used, ‘conveyance of any in¬ 
terest * * * in such land/ in its usual sense. 
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would include an oil and gas lease, and wfe find 
nothing in the act indicating an intent to re¬ 
strict the meaning thereof.” Waskey vs. Cham¬ 
bers, 224 U. S. 564, 32 S. Ct. 597, 56 L. Ed|. 885, 
Ann. Cas. 1913D, 998; Sanford vs. Johnson, 24 
Minn. 172; Hoyt et al. vs. Fixico, 71 Okl, 103, 
175 P. 517; Pluto Oil & Gas Co. et al. vs. Miller, 
95 Okl. 222. 219 P. 303; Gypsy Oil Co. vs.| Clin- 
ton et al., 98 Okl. 282, 220 P. 587. j 

The case last above quoted was appealed from 
the District Court of the United States for the past¬ 
ern District of Oklahoma. Honorable Robert L. 
Williams, Judge who wrote the opinion in the court 
below, was affirmed by the Circuit Court of Appeals. 
Judge Williams has changed his opinion as to what 
an oil and gas mining lease conveys since his cele¬ 
brated opinion, Kolachny vs .Galbreath, 26 Ok^ 772, 
110 Pac. 902. 

The Supreme Court of the United States, in 
United States vs. Noble, 237 l'. S. 74, 35 Supt. Ct. 
532, 59 L. Ed. 844, held that the assignment of rents 
and royalties accruing under an old and gas lease 
was a ‘conveyance of an interest in the land/ and 
that the lessee having no power to convey his estate 
in the land could not pass title to that part qf it 
which consisted of rents and royalties. j 

In the case of Lindley vs. Raydure, 239 Fed. 928, 
the court refers to the case of Venture Oil Company 
vs. Fretts, 152 Pa. 451, 25 Atl. 732, quoting as fol¬ 
lows : 

i 

“A vested title cannot ordinarilv be lost bv 
abandonment in a less time than that fixe<^ by 
the statute of limitations, unless there is sktis- 
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factory proof of an intention to abandon. An 
oil lease stands on quite different ground. The 
title is inchoate, and for purposes of explora¬ 
tion only, until oil is found. If it is not found, 
no estate vests in the lessee, and his title, what¬ 
ever it is ,ends when the unsuccessful search 
is abandoned. If oil is found, then the right 
to produce becomes a vested right, and the 
lessee will be protected in exercising it in ac¬ 
cordance with the terms and conditions of his 
contract.” 

After quoting the language from the opinion of 
the Pennsylvania court, Judge Cochran E. D. Ken¬ 
tucky, in his opinion said: 

“Substantially similar statements will be 
found in other cases involving oil and gas leases. 
It may create the impression that there is noth¬ 
ing vested until oil or gas is found. Such, how¬ 
ever, is not the case, and no such thought was 

intended to be conveved. What is inchoate 

* 

until oil or gas is found is the right to produce 
oil and gas and the right to the oil and gas 
itself, which remains inchoate until produced. 
The right to explore, therefore, is at no time 
inchoate. It is vested, and will be protected 
from the time of the execution of the instru¬ 
ment. 

“If I am correct in this position, so far as 
the lessee’s rights under such an instrument 
are concerned, there is nothing executorv about 
them, except the entry under the vested right 
to explore and the vesting of the right to pro¬ 
duce and to the substances produced. There 
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is nothing more executor}’ under it than there 

is under an ordinary deed or lease to lan&. So 

*> 

far as the right to explore is concerned itj is an 

executed instrument, and it becomes executed 

as to the right to produce and to the substances 

produced upon the happening of the conditions 

on which thev are to vest.” 

— 

In Parker vs. Riley, 250 IT. S. 66-71, at Page 70, 
the court said: 

“The oil and gas lease was to run f6r ten 
years and as much longer as oil or gas was 
found in paying quantity. 

“It was given and approved under the pro¬ 
vision in Section two dealing specially with 
the leasing of restricted lands and homesteads. 
All the heirs joined in the lease and it was 
designed to be for the benefit of all. (Nothing 
in it or in the provision under which it was 
given suggests that the rights of the heirs, as 
among themselves, were to be altered or affect¬ 
ed.) The oil and gas were to be extracted and 
taken bv the lessee, and for this rovalties in 
money were to be paid. These minerals were 
part of the homestead and the lease was to oper¬ 
ate as a sale of them as and when thev were 
extracted. In that sense the heirs were ex¬ 
changing a part of the homestead for the rponey 
paid as royalties.” 
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OIL AND GAS MIXING LEASES, LIKE OTHER 
MIXING LEASES, ARE VALUABLE 

PROPERTY 

In Haskell vs. Cowman, 187 Fed. 403, Judge San¬ 
born said: 

“An owner who by virtue of his ownership 
oi* land or of mining leases thereof has the 
vested right to draw by means of wells or 
pumps natural gas from beneath the surface is 
the owner of valuable property which the state 
cannot take from him without just compensa¬ 
tion.^ 


In Black vs. Elkliorn Min. Co., 49 Fed. 549, tin- 
court firts quotes from the case of Belk vs. Meagher, 
104 U. S. 279, quoting: 

“Congress has seen fit to make the posses¬ 
sion of that part of the public lands which is 
valuable for minerals separable from the fee, 
and to provide for the existence of the exclusive 
right to the possession while the paramount 
title to the land remains in the United States.’’ 

Again, in speaking of the location of a mining 
claim, it said: 

“When perfected, it lias the effect of a grant 
by the limited States of the right of present and 
exclusive possession.” 

The court then proceeds in its opinion as fol¬ 
lows : 
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“Taking the statute and these decisions to¬ 
gether, and we find that the locator of a mining 
claim has a ‘possessory title’; that it is prop¬ 
erty, in the highest sense of that term; that it 
may be sold, mortgaged, and inherited; that he 
may enjoy this possession, and all lodes >di° se 
apex lies within the surface lines of his loca¬ 
tion, through their entire depth, and that he 
may mine and extract, and appropriate 1:o his 
own use, all the minerals therein; and th^t this 
right comes by virtue of a grant from the Unit¬ 
ed States, the owner of the soil. Let ud turn 
to some of the decisions of state courts, and 
see how certain language in private grants have 
been construed. In the case of Caldwell vs. 
Fulton, 31 Pa. St. 475, in a conveyance in which 
this language was used, namely, “also the full 
right, title, and privilege of digging and tak¬ 
ing away stone-coal, to any extent the said 
George Greer may think proper to do or cause 
to be done, under anv of the land now owned 
and occupied by the said James Caldwell; pro¬ 
vided, nevertheless, the entrance thereto and 
the discharge therefrom be upon the foregoing 
described premises,” it was held that all the 

coal beneath the tract of land occupied by said 
James Caldwell was conveyed as a corporeal 
hereditament, and that they did not import sim- 
ply a license. Here the right to be considered 
is that, in connection with the possession of 
the lode, the locator had a right to extract and 
appropriate all ores found therein, to any ex¬ 
tent. The right is unlimited. A grant o| coal 
in place is a grant of it as land. Emery 6|o. vs. 
Lucas, 112 Mass. 424; Manning vs. Frazier, 96 
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111. 279; Hartwell vs. Camman, 10 X. J. Eq. 128. 
There is undoubtedly a distinction to be drawn 
between a grant of coal or minerals in place, 
and the grant of the right to extract and appro¬ 
priate to one’s own use such articles. Yet, as 
in this case, where the right to dig and appro¬ 
priate such ores is an exclusive right, which 
passes to one’s heirs and assigns, and this right 
extends throughout the entire depth of the mine, 
it is very difficult to distinguish it from a case 
where a man receives the title to coal in place. 
When a man receives a grant of all the bene¬ 
ficial interest in an estate, he receives the es¬ 
tate. The simple right to dig and carry away 
ores is an entire thing, and cannot be divided, 
so as to have the same shared bv several under 
the original claimant or proprietor. 2 Washb. 
Real Prop . 379. There has never been any 
doubt but that the locator of a mining claim 
could give any number of men the right to sepa¬ 
rately dig and carry away ores generally, or 
to a specific amount.” 

“There is an interest in land called ‘profit a 
prendre.’ It is the right of taking soil, gravel, 
minerals, and the like from the land of another. 
Washb. Eascm . 11 . In the case of Erhardt vs. 
BoarOy (113 U. S. 527), the Supreme Court told 
that a minor had the right to extract and pos¬ 
sess the mineral found in his location. A profit 
a prendre is an interest in the estate. Post vs. 
Pearsall , 22 Wend. 425; Pierce vs. Keater , 70 
X. Y. 419. In many particulars the right of a 
locator of a mining claim is similar to this right 
of profit a prendre; but the owner of this last 
right has not, as I have been able to find, any 
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such right as the exclusive possession and en¬ 
joyment of the mine from which he takes his 
ore. It may be that we cannot classify a min¬ 
ing claim under any of the heads which have 
been used to describe real or personal prop¬ 
erty, and it may be sui generis. In alj this 
western region, where mining for precious 

metals exists, a mining claim has been con- 

. 1 

sidered as real property, as an interest in land. 
It is sold and conveyed bv deed. Actioris for 
the recovery of possession of real estate appyl 
to it; also, actions to quiet title; for trespass 
upon the same. An action of quare clausum 
fregit applies. They have always been treated 
as real estate in the succession and distribution 
of estates of deceased persons. This view was 
entertained by Judge Hallett in Harris vs. Min¬ 
ing Co., 8 Fed. Rep. 863. It was held to be 
real estate in Hout-s vs. Gisborn, 2 Min. Rep. 
340; Merritt vs. Judd, 6 Minn. Rep. 62; Balk vs. 
Meagher, 3 Mont. 79. It is evident, too, that 
the words ‘heirs and assigns,’ in the statute 
making the grant of a mining claim, are not 
words of limitation, but are used to designate 
the estate conveyed as one of inheritance.” 
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THE UNITED STATES SUPREME COURT 
IN VARIOUS CASES HAS HELD THAT SUCH 
LEASES CREATE A VERY REAL AND SUB¬ 
STANTIAL INTEREST AND THERE CAN BE 
NO DOUBT THAT SUCH AN INTEREST IS 
PROPERTY OP GREAT VALUE IN THE FULL¬ 
EST SENSE OF THE WORD, AND ARE THE 
SUBJECTS OF BARGAIN AND SALE. 

In Bryant vs. Kennctt , 113 U. S. 179, referring to 
property, the court said: 

“Property as applied to lands, comprehends 
every species of title inchoate or complete, and 
embraces rights which lie in contract executory 
as well as executed.” 

In Lynch vs. Alicorth, 2G7 U. S. 364, the court in 
speaking of a mining lease for years, said: 

“It is, of course, true that the leases here 

under review did not convev title to the unex- 

* 

tracted ore deposits; but it is equally true that 
such i leases, conferring upon the lessee the ex¬ 
clusive possession of the deposits and the val¬ 
uable right of removing and reducing the ore 
to ownership, created a very real and substan¬ 
tial interest therein. And there can be no doubt 
that such an interest is property.” (Citing 
various authorities.) 

and further in the same opinion said: 

“There is nothing to suggest that the word 
‘property’ is used in any restricted sense.” 


and further in the opinion the court stated: 


“We agree with the Circuit Court o 
peals (294 F. 194) that: 

‘And the plain, obvious and rational ^lean¬ 
ing of a statute is always to be preferred to any 
curious, narrow, hidden sense that nothing but 
the exigency of a hard case and the ingenuity 
and study of an acute and powerful intellect 
would discover.’ ” 

The Supreme Court in case of Forbes vs. G 
94 U. S. 762, says: 

“The use of the word ‘mining’ or ‘raining 
claims’ is evidentlv intended to distinguish be- 
tween the case in which the miner is the owner 
of the soil, and therefore has a perfect t tie to 
the mine, and those in which the miner does not 
have title to the soil, but works the mine under 
what is known in the ‘mining district,’ and what 
is, as we have said, recognized by the act of 
congress, as a mining claim.” 

At another place in this opinion the court sgys of 
a mining claim: “It is property in the miner of 
great valuer' And again “Those claims are sub¬ 
jects of bargain and sale and constitute very largely 
the wealth of the Pacific Coast States. They are 
property in the fullest sense of the word.'' j And 
again “This claim may be sold, transferred, mort¬ 
gaged and inherited And further, “ Why may it 
not also be made subject to a lien for taxes and the 
claim, such as it is, recognized by statute, be sold to 
enforce the lien .” 

The Board seems to hold to the thcorv that an oil 

•> 

and gas mining lease creates only an incorporeal 




hereditament, a right issuing out of or concerning 
land. Counsel cannot see nor understand what dif¬ 
ference it makes whether the sale bv lease or ex- 
change of a capital asset be the sale or exchange of 

a corporeal hereditament or an incorporal heredita¬ 
ment. An incorporeal hereditament is a property 
right the same as a corporal hereditament and the 
subject of sale. 

In Caldwell vs. Fulton, 31 Pa. 473, the court said: 

“ ‘There is no more reason for cosidering 
the coal an incorporeal hereditament because 
it has not been opened, than there is for con¬ 
sidering the soil such because it has not been 
ploughed. Still less reason is there for calling 
it an incorporeal hereditament if the deed hap¬ 
pen to describe the grant as a right to enter, 
dig, and carry away all the coal, instead of 
describing the coal without the customary cir- 
cumlocution. In all these cases, where the 
right rather than the thing is described nobody 
is at $ loss to know what is intended to pass. 
It is the thing that is bought and sold. And 
when that is a coal bed, it is an abuse of lan¬ 
guage, and an unnecessary application of legal 
distinctions, to call it an incorporeal heredita¬ 
ment.’ If, then, the coal in place is a pure 
corporeal hereditament, the title in fee simple 
to which passes to a purchaser by apt convey¬ 
ance, there would be no more propriety in 
claiming a title in the grantor to the space it 
occupies, than there would be in claiming a 
similar right in a vendor of the surface to the 
space developed by the vendee in digging the 
cellar and foundations of a house.” 
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The Tax Board in its decision and opinion, (p. 
23 R.) refers to the case of Walla Walla Oil, Ggs and 
Pipe Line Company vs. Valentine, 103 Wasli 359, 
174 Pac. 980. The Board quotes: 

“The contract amounts only to a license en¬ 
titling the licensee to search and dig for oil and 
gas according to the terms of the grant, ai^d ap¬ 
propriate the produce to his own use op pay¬ 
ment of the royalty or proportion without ac¬ 
quiring any property in the minerals until they 

are severed from the land. They create onlv 

• * 

an incorporeal hereditament—a right issuing 
out of or concerning land. (Italics ours, 
Board's notation.)” 

But in reading the opinion and analyzing the case 
this was held for the express purpose of doing jus¬ 
tice between the parties and the case having been 
decided bv the trial court for the defendants on the 
theory that the plaintiff was trying to enforce a 
trust in real estate by parol testimony, although the 
trial court indicated that the plaintiff as a matter 
of equity was entitled to the relief prayed for. This 
case is not binding in this matter for the reason that 
the appellate court was doing just that for which 
it was created, to do justice, and in so holdihg as 
thev did they disregarded technicalities to hold for 
plaintiff and held that the lease was a licensj* and 
not an interest in realty so that the trust attempted 
to be enforced did not have to be in writing under 
the statute of Frauds. 

The Board of Tax Appeals in its opinion at (page 
23 of the record) quotes from the case of Rich ys. 
Doneghey, 71 Okla. 204; 177 Pac. 86, wherein the 



court referring to oil and gas leases said: 

4 4 The right so granted or reserved, and held 
separate and apart from the possession of the 
land litself, is an incorporeal hereditament; or 
more, specifically, as designated in the ancient 
French, a profit a prendre, analogous to a profit 
to hunt and fish on the land of another.” 

But let us go further in this opinion and see what 
the court further said. The court after analyzing 
a number, of cases further held in the opinion: 

44 Bearing these principles in mind, it will at 
once be seen that by this instrument the plain¬ 
tiff's granted to the defendant a present vested 
interest in their land. That is, the right for 
at least five years, of mining and operating 
thereon for oil and gas, which includes, of 
course, the right to explore therefor, and to ex¬ 
tract i therefrom and reduce to possession, as 
their personal property, such as may be found, 
fn other words, it was a grant of the exclusive* 
right,; for tlu* time specified, to take all the oil 
and gas that could bo found by drilling wells 
upon the particular tract of land, with the ac¬ 
companying incidental right to occupy so much 
of the surface* as required to do those things 

neeessarv to the discovers' of and for the en- 

•> • 

joymont of tin* principal right so to take* oil or 
gas. Xo more nor greater right, except per¬ 
haps as to duration, with respect to oil and gas, 
could be granted. Although there had been in 
terms a purported conveyance of all the oil and 
gas in the place, yet, by reason of the nature of 
these* substances, no title thereto or estate 
therein would have vested, but onlv the right 
to search for and reduce to possession such as 
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might be found; and when reduced to posses¬ 
sion, not merely discovered, title thereto] and 
an estate therein as corporeal property Would 
vest. Though denominated a lease, and i|n de¬ 
ference to custom will be so referred to herein, 
the instrument before us, strictly speaking, is 
not such, but is in effect a grant in praesenti 
of all the right to the oil and gas to be found 
in the lands described, with the right for a 

term of five vears to enter and search therefor, 
and, if found, to produce and remove theip, not 
only during said term, but also as long ^here¬ 
after as either is produced, and to occujpy so 
much of tlie surface of the land as may bio nec¬ 
essary for the purpose of exploration or pro¬ 
duction, or both.” 

The Board of Tax Appeals, in its decisiojn and 
opinion states: (p. 24, P.) 

“Numerous authorities might be cited!show¬ 
ing that leases similar to those involved m this 
proceeding are not sales of the oil and gas in 
place or in the land but are merely grants to the 
lessees of the right to go upon the land, drill 
for oil, and remove it when found. A few au¬ 
thorities only are here cited. Brown vs. Spil- 
man, 1 bo I\ S. 66b, Osborn vs. Arkansas Terri¬ 
torial Gas Co., 103 Ark. 17b; 146 S. TY 122; 
Kolachny vs. Galbreath , 26 Okla. 772; 110 Pac. 
902; Kelly vs. Keys, 213 Pa. 29b, 62 Atjl. 911; 
Watford Oil £ Gas Co, vs. Shipman, 233 Til. 9; 
84 X. E. b.3; Florence Oil £ Refininy Co. |vs. Or¬ 
man, 19 Colo. A. 79; 73 Pac. 628; PittsbUryh £ 
West Virginia Gas Co, vs. Anlcrom, 83 |v. Ya. 
81 ; 97 8. E. b93; Richlands Oil Co. vs. Morriss, 
108 Ya. 288; 61 8. E. 762.” 
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AX ANALYSIS OF THE AUTHORITIES 
CITED BY THE TAX BOARD 

Let ns analyze the cases cited bv the Board of 
» * 

Tax Appeals. We will take the cases up as they 
appear in the opinion. 

In the case of Brown vs. Spitman, 155 L T . S. 665, 
the Supreme Court of the United States had under 
consideration a lease of the exact wording as the 
one executed by the Appellant’s herein. This lease 

covered certain lands situated in Pleasants Conn tv, 

•* ' 

State of West Virginia, “granted, demised and let 
unto the said party of the second part, his heirs, 
executors, administrators or assigns, for the sole 
and only purpose of boring, mining, and excavating 
for petroleum or carbon oil and gas, etc.” Taylor 
being the grantor and Brown the grantee in the 
lease. In the opinion of the court, it is stated: 

“It may be well to make some preliminary 
observations on the subject matter of this con¬ 
tract, and thus facilitate the task of the con¬ 
struction. 

“The subject of the grant was not the land, 
certainly not the surface. All of that except 
the portions actually necessary for operating 
purposes and the easement of ingress and egress 
Avas expressly reserved to Taylor. The real 
subject of the grant w*as the oil and gas con¬ 
tained in or obtainable through the land, or 
rather the right to take possession of the gas 
and oil by mining and boring for the same.” 

In the case of Osborn vs. Arkansas Territorial 


Gas Co., 103 Ark. 175;. 146 S. W. 122,. this case holds 
that natural gas is a mineral and that a conveyance 
of the land without reservation passes the ti tle to 
the oil and gas that exists and- is obtained beneath 
the surface of the land from which the gas escapes. 
This opinion is only declarator}; of the appellant’s 
contention. 

In the case of Kolachny vs. Galbreath, 26 Okla. 
772; 110 Pac. 902 cited by the Board : j 

This is one of the early cases in Oklahonia but 
since this opinion was written- the Supreme jGourt 
of the State of Oklahoma has overturned th$ pro¬ 
position and it is now held in Oklahoma that an oil 
and gas mining lease conveys an interest in thp land 
covered bv the lease. 

See Gypsy Oil Company vs. Clinton, 98 Okla. 282; 
220 Pac. 587; Pluto Oil and Gas Company vs. Miller, 
95 Okla. 222; 219 Pac. 303; Garfield Oil Co. vs. Cham - 
pi in, 78 Okla. 91, 189 Pac. 514; Brunson vs. Car¬ 
ter Oil Co. (D. C.) 259 Fed. 656; Treese vs. Shoe¬ 
maker, 88 Okla. 235, 195 Pac. 766; Kelly vs. it eyes, 
213 Pa. 235 ; 62 Atl. 911. 


In Kelly vs. Keyes, 213 Pa. 295; 62 Atl. 911,| 
bv the Board, the court said: 


cited 


“When under such a grant oil has beep dis¬ 
covered, it is the grantee’s right to prodtice it 
and sever it from the soil. So much as id thus 
severed belongs to the parties entitled under 
the terms of the grant, not as any part of the 
real estate, however, but as a chattel, and only 


so much as is produced and severed p 
under the grant. As to oil not produced 
is no change of property. It is express] 
ruled in Funk vs. Haldeman, 53 Pa. 229 


asses 
there 
lv so 
and 



the same ruling was repeated and emphasized in 
the ease next following on the same subject. 
Dari' vs. Jolmston, 55 Pa. 164, 93 Am. Dec. 732. 
These were the first cases in which grants of 
rights to explore for oil were considered and 
passed upon by this court. The rulings therein 
have been steadily and consistently followed. 
In this connection it is only necessary to refer 
to the case of Union Petroleum Company vs. 
Bliven Petroleum Co., 72 Pa. 173, where the 
granti was the same as in the present case, with 
the additional fact that there, as here, oil had 
actually been discovered and was being pro¬ 
duced, and Barnhart vs. Loclacood, 152 Pa. 82, 
25 Atl. 237. The reason for the rule thus estab¬ 
lished, is to be found in the peculiar character 

of mineral oil. This is verv clearlv indicated 

» • 

in th(|* earlier cases, where the distinction is 
drawn between minerals which are fugacious 
in their nature, such as water, gas, and oil, and 
those which have a fixed situs and are neces¬ 
sarily part of the land; and this distinction has 
been allowed with controlling significance when¬ 
ever oil in situ has been the subject of the dis¬ 
pute. Both rule and reason are against the 
theory that prevailed with the court below, to 
the effect that, the mineral once discovered, all 
that was in situ became in law part of the 
real estate.” 

T Vat ford Oil £ Gas Co . vs. Shipman, 233 Ill. 9, 84 
X. E. 53, cited by the Board in this case the court 
said: 


“The right to go upon the land and occupy it 
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for the purpose of prospecting, if of unlimited 
duration, is a freehold interest (Bruner vs. 
Hicks, 230 Ill. 536, 82 N. E. 888); hut sich in¬ 
terest, being vested for a specific purpose, be¬ 
comes extinct when the purpose is accomplish¬ 
ed, or the work is abandoned (1 Current Law, 
900).” | 

l 

I 

In the case of Florence Oil and Gas Company vs. 
Orman . 19 Colo, a 79; 73 Pac. 628, cited by the 
Board: I 

l 

In this case the Court of Appeals of Colorado 
quoted from the Am. & Eng. Eneyc. of Law at) Page 
781: ! 


i 

“Where a lease provides, ‘as is frequently 
the case in oil and gas leases, for a tenancy for 
a definite period, or for so long as gas or oil 
can be found in paying quantities,’ and the only 
consideration is theprospective royalty, the les¬ 
see’s title is inchoate, and for the purposes of 
exploration only until oil or gas is found, but 
has the right of possession so long as he in 
good faith is engaged in boring wells and test¬ 
ing the gas and oil producing capacity of the 
land; but when it is demonstrated that oil and 
gas cannot be obtained, or when the seaifch is. 


abandoned, the lessee’s possession is 
end. ’ ’ 




t an 


and the court after quoting the authority proceeds 
with the following finding and determination in this 
language: I 
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“Under these authorities appellant had only 
an inchoate title to the oil and gas underlying 
the demised premises.” 

The contention of the appellants is supported by 
the rule laid down bv the Colorado Court in this 
case as expressed in the language “an inchoate title 
to the oil and gas underlying the demised prem¬ 
ises.” And in this case the form of lease varied 
from the form in the case at bar, in this, the time 
to run was limited to twenty years. 

Pittsburgh & West Virginia Gas Co. vs. Ankrom , 
83 W. Va. 81; 97 S. E. 593, this case is cited by the 
Board of Tax Appeals but there is not one thing 
in the opinion that meets or reaches the case at bar 
except where the court says: 

“Oil and gas are minerals, and so long as 
they are in place they belong to the owner of 
the land under which they lie, and the right 
also belongs to that owner of the land to ex¬ 
plore for them and extract them therefrom." 

In Richlands Oil Company vs. Morris, 108 Va. 
288; 61 S. E. 762, referred to by the Tax Board in 
support of its contention: 

In this case the Supreme Court of Appeals of the 
State of Virginia passed on the question of what 
an oil and gas mining lease vests and in their opin¬ 
ion the court states that the lease vests no present 
estate in the land until found. 

From reading the opinion we find that the court 
had under consideration a lease covering lands in 
Kentucky and in support of their contention the 
court quotes Steel smith vs. Gatlin, 45 TV Va. 27-29. 



53 


The opinion was entered by the Supreme Court of 
Appeals of Virginia on June 11, 1908. Tl^e prop¬ 
erty right involved a lease upon lands in Kentucky. 
The Virginia Court failed to apply the rule bf prop¬ 
erty that obtained in Kentucky as laid down bv the 
Court of Appeals of Kentucky| Wolfe Coitnty vs. 
Beckett Supra, opinion filed November 20, 1|907. 

This case is certainly not to be considered I bv this 
court and the opinion of the Virginia Court is of 
no weight nor force in any case unless that court 
should again pass on the rights of property in oil 
and gas mining leases covering lands in Kentucky. 
In such a case, however, the Virginia Court wjll have 
a precedent to govern it. No consideration jshould 
be given this opinion. It is without weight dr sup¬ 
port as governing or applying in this case ahd this 
is the first instance in which the writer has fjound a 
state court declaring contrary to the law lai4 down 
bv a sister state in a matter involving the law rela- 
five to real property. The opinion is unique and is 
entitled to a position and place among our curios of 
legal jurisprudence. AVe might further adJ that 
the authority of AYest A 7 irginia quoted by thje A^ir- 
ginia Court has long since been overruled by the 
Supreme Court of AA^est A^irginia. (See Laicson vs. 
Kirchner supra, South Penn Oil Co. vs. Mclntire 
supra. I 
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The Board in its opinion (p. 24 R.) says: 


“The result of an ordinary mining lease jsueh 
as we have here, is merely to transfer the cost 
of operation, from the owner to the lessee. The 
operation remains the same and the proceeds 
of the operation are divided between the lessee 
and lessor.” 

But we must not lose sight of this fact, the ap¬ 
pellants sold and conveyed to the lessee a seven- 
eighths interest in and to the oil produced under the 
instrument and sold the gas outright for a money 
consideration to be paid for each gas well while gas 
only is found, while the same was being used off the 
premises. It will not be disputed, that by the in¬ 
strument the appellants sold and conveyed all the 
gas that was found and sold and conveved a seven- 
eighths of the oil produced. 

The Board in its opinion (p. 27 R.) says: 

“The decision of the Board in the Appeal of 
Anna Tavlor, 3 B. T. A. 1201 is relied qn bv 
petitioner, in support of his contention, that 
amounts received under the lease here involved 
were gains from the sale of capital assets. 
That case involved the outright sale of a lease 
and has no application the question here in¬ 
volved. ’ ’ 

l 

In other words, the Board means that if the Bergs, 
the appellants, had made a lease to this property to 
some person and the grantee had held it two years 
and then sold it, the sale of the lease by the grantee 
would fall under Section 20G of the Revenue Act of 
1921. 
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This ruling’ on the part of the Board of Tax Ap¬ 
peals seems to be a distinction without a difference. 

The appellants sold only such right as the lessee 
had. The lessee sold only such right as was con¬ 
veyed by the appellants. If it was the sale of a 
capital asset by the lessee, wouldn’t the sale of the 
same property by the lessor be likewise a capital 
asset f 

In other words, the Board would relieve the spec¬ 
ulator from the greater burden of taxation by ap¬ 
plying Section 206 but the farmer, the landowner, 
who was engaged in no speculation, would be assess¬ 
ed twice as much under other provisions of the Act 
of 1921. 

The Board in its decision and opinion (p. 24-25 
R.) says: 


“Gross proceeds extracted in the usual 
course of mining operations have long been 
considered gross income, citing Stratton's Inde¬ 
pendence Ltd. vs. Hoicbert, 231 U. S. 399; Stan¬ 
ton vs. Baltic Mining Co ., 240 IT. S. 103; Von 
Banmbach vs. Sargent Land Co., 242 U. S. 503; 
U. S. vs. Biwabik Mining Co., 247 U. S. 116.” 

But none of these cases apply to the case at bar. 
In each of those cases the court had before it the 
question o,f royalties received by a mining corpora¬ 
tion. Not one of the cases involved the sale of the 
original lease. 

And further, the Court held that the revenue re¬ 
ceived by a mining corporation engaged in mining 
business from the sale of ore extracted, were sub¬ 
ject to an excise tax, based on the income received 
from the sale of their mining business. 


It is a well known principle of law, that Imining 
corporations paying dividends from the sale of ore 
mined are not paying it from the sale of capital 
assets. 

In U. S. vs. BiirabilIf in hi (/ Co. supra , the Court 
said: 


“The lessee takes from the property the ore 

mined, paying for the privilege so much per 

ton for each ton removed. He has this right or 

. i ‘ 

privilege under the form of lease here involved, 
so long as he sees lit to hold the same Without 
exercising the privilege of cancellation {herein 
contained. He is as we held in the Slargent 
Land Company case, in no legal sense a pur¬ 
chaser of ore in place.” 

*• 

But what did the United States Supreme Court 

mean bv this:' Let’s analvze and see what was ho- 
• • 

fore the Court. 

Counsel finds from a review of the leases!under 
consideration in this case the leases were of limited 
duration and the leases did not in any mannpr un¬ 
dertake bv their terms to convev to the lessee all 

•i 

the ore in and under the ground, leased and let. 
Some of the leases on examination from the records 
in the office of the Clerk of the United States Su¬ 
preme Court show them to bo for a period of twenty 
vears and thirtv vears. And in some of the l|eases, 
the grant is of the merchant able iron ore. \ This 
puts a limitation on the iron ore to be extracted. 
This is not a sale of all the iron ore. Under the 
leases the ore is to be brought to the top of the 
ground and such as is “merchantable,” is to h(* sold 


and paidi for. Sometimes it is merchantable— 
sometime^ not, and in this the leases vary from the 
lease in the case at bar. 


CONCLUSION 


It is respectfully submitted that under the facts 
and law in this case the appellants by tin* execution 
of the oil and gas leases here involved sold a “capi¬ 
tal asset.” That the considerations received from 
the sale of said leases are taxable as “capital net 
gain” under Section 206 of the Revenue Act of 1921. 
That the United States Board of Tax Appeals erred 
in holding that the considerations received by the 
appellants from the sale of said leases was not “a 
gain from the sale or exchange of capital assets.” 
That the decision of the Board of Tax Appeals is 

contrarv to the evidence and contrarv to law. 

* « 

The appellants therefore respectfully pray that 
this Honorable Court reverse, modify and set aside 
Hie decision of the United States Board of Tax Ap¬ 
peals and for all other relief to which the appellants 
and each of them may be entitled and as justice may 
requi re. 

Jambs H.^T. Sykus. 
Attorney for Appellants, 

622 Dear ike Building, 
i Washington, J). C. 

OF COUNSEL: 

He.vry F. Rhodes. 
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In the Court of Appeals of the District 

of Columbia 


No. 4697 


Henky L. Berg et ux., petitioners 

vs. I 

Commissioner of Internal Revenue, respondent 


REVIEW OF DECISION OF THE UNITED STATES BOARD OF 

TAX APPEALS 


BRIEF FOR RESPONDENT 


PREVIOUS OPINIONS IN THE PRESENT CAS^ 

I 

I 

The only previous opinion is that of the United 
States Board of Tax Appeals (R. 18), whjich is 
reported in 6 B. T. A. 1287. 

JURISDICTION 

i 

j 

The review here sought is of a decision 6f the 
United States Board of Tax Appeals rendered May 
12,1927. The case is brought to this court byl peti¬ 
tion for review filed October 27,1927 (R. 30),j pur¬ 
suant to the Revenue Act of 1926 (Act of February 
26, 1926, c. 27, secs. 1001, 1002, and 1003, 44 Stat. 
109, 110), and stipulation therein provided for 
(E. 29). ! 
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STATEMENT 

The income of petitioners, so far as here involved, 
was derived from leases for oil and gas purposes of 
lands owned by them in fee. The Commissioner of 
Internal Revenue determined a deficiency in the 
income tax liability of the petitioners for the year 
1922 of $10,655.82, computing the tax under the pro¬ 
visions of Sections 210 and 211 of the Revenue Act 
of 1921, and rejecting the contention of the peti¬ 
tioners that their income was gain derived from the 
sale of capital assets under the provisions of Sec¬ 
tion 206 of the Revenue Act of 1921. The Board of 
Tax Appeals sustained the Commissioner’s deter¬ 
mination. 

QUESTION PRESENTED 

Does the admitted net income of the petitioners 
for the year 1922 constitute “capital net gain” 
within the meaning of Section 206 of the Revenue 
Act of 1921 ? 

STATUTES AND REGULATIONS 

The pertinent provision of the Revenue Act of 
1921, 42 Stats. 227, are as follows: 

Sec. 210. That, in lieu of the tax imposed 
by section 210 of the Revenue Act of 1918, 
there shall be levied, collected, and paid for 
each taxable year upon the net income of 
every individual a normal tax of 8 per 
centum of the amount of the net income in 
excess of the credits provided in section 
216 : * * * 
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Sec. 211 (a). That, in lieu of the j;ax im¬ 
posed by section 211 of the Revenue | Act of 
1918, but in addition to the normal ijax im¬ 
posed by section 210 of this Act, theije shall 
be levied, collected, and paid for ea<|h tax¬ 
able year upon the net income of ev^ry in¬ 
dividual, * * *. 

Sec. 213. That for the purposes of this 
title (except as otherwise provided }n sec¬ 
tion 233) the term “gross income”— 

(a) Includes gains, profits, and itncome 
derived from salaries, wages, or compensa¬ 
tion for personal service * * * of 
whatever kind and in whatever formj paid, 
or from professions, vocations, trades; busi¬ 
nesses, commerce, or sales, or dealings in 
property, whether real or personal, (grow¬ 
ing out of the ownership or use of or interest 
in such property; also from interest, rent, 
dividends, securities, or the transaction of 
any business carried on for gain or profit, 
or gains or profits and income derived from 
any source whatever. The amount of all 
such items (except as provided in sub¬ 
division (e) of section 201) shall be included 
in the gross income for the taxable year in 
which received by the taxpayer, utiless, 
under methods of accounting pernjitted 
under subdivision (b) of section 212,j any 
such amounts are to be properly accounted 
for as of a different period; but * * * 

Sec. 202. (a). That the basis for ascer¬ 
taining the gain derived or loss sustained 
from a sale or other disposition of property, 
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real, personal, or mixed, acquired after 
February 28, 1913, shall be the cost of such 
property; except that— 

***** 

(&) The basis for ascertaining the gain 
derived or loss sustained from the sale or 
other disposition of property, real, personal, 
or mixed, acquired before March 1, 1913, 
shall be the same as that provided by sub¬ 
division ( a ) ; but— 

(1) If its fair market price or value as 
of March 1, 1913, is in excess of such basis, 
the gain to be included in the gross income 
shall be the excess of the amount realized 
therefor over such fair market price or 
value; 

(2) If its fair market price or value as of 
March 1, 1913, is lower than such basis, the 
deductible loss is the excess of the fair 
market price or value as of March 1, 1913, 
over the amount realized therefor; and 

(3) If the amount realized therefor is 
more than such basis but not more than its 

V 

fair market price or value as of March 1, 
1913, or less than such basis but not less than 
such fair market price or value, no gain 
shall be included in and no loss deducted 
from the gross income. 

Sec. 206 ( a ). That for the purpose of this 
title: 

r (1) The term “capital gain” means tax¬ 
able gain from the sale or exchange of capital 
assets consummated after December 31, 
. 1921; 


I 


I 

(2) The term “capital loss” means de¬ 

ductible loss resulting from the sale or ex¬ 
change of capital assets consummated after 
December 31, 1921; | 

(3) The term “capital deductions’^ means 
such deductions as are allowed und^r this 
title for the purpose of computing het in¬ 
come and are properly allocable to or charge¬ 
able against items of capital gain as defined 
in this section; 

(4) The term “capital net gain” |means 

the excess of the total amount of Capital 
gain over the sum of the capital deductions 
and capital losses; ! 

(5) The term “ordinary net income’! 
means the net income, computed in accord¬ 
ance with the provisions of this title, after 
excluding all items of capital gain, Capital 
loss, and capital deductions; and 

(6) The term “capital assets” as u^ed in 
this section means property acquire^ and 
held by the taxpayer for profit or investment 
for more than two years (whether olr not 
connected with his trade or business], but 
does not include property held for the per¬ 
sonal use or consumption of the taxpayer 
or his family, or stock in trade of the tax¬ 
payer or other property of a kind which 
would properly be included in the inventory 
of the taxpayer if on hand at the elope of 
the taxable year. 

(b) In the case of any taxpayer (j>ther 
than a corporation) who for any taxable 
year derives a capital net gain, there jshall 
(at the election of the taxpayer) be leyied, 
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collected and paid, in lieu of the taxes im¬ 
posed by sections 210 and 211 of this title, 
a tax determined as follows: 

A partial tax shall first be computed upon 
the basis of the ordinary net income at the 
rates and in the manner provided in sections 
210 and 211, and the total tax shall be this 
amount plus 12^ per centum of the capital 
net gain; but if the taxpayer elects to be 
taxed under this section the total tax shall 
in no such case be less than 12^ per centum 
of the total net income. The total tax thus 
determined shall be computed, collected and 
paid in the same manner, at the same time 
and subject to the same provisions of law, 
including penalties, as other taxes under this 
title. 

The pertinent provisions of Regulations 62 (1922 
edition) promulgated by the Treasury Department 
under the Revenue Act of 1921 are as follows: 

Art. 1561. Basis for determining gain or 
loss f rom sale .—For the purpose of ascer¬ 
taining the gain or loss from the sale or ex¬ 
change of property, the basis is the cost of such 
property, or in the case of property which 
should be included in the inventory, its latest 
inventory value. But in the case of property 
acquired before March 1 , 1913, when its fair 
market value as of that date is in excess of 
its cost, the gain to be included in gross in¬ 
come is the excess of the amount realized 
therefor over such fair market value. Also 
in the case of property acquired before 
March 1 , 1913, when its fair market value 
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as of that date is lower than its cost] the de¬ 


ductible loss is the excess of such fair 


market 


value over the amount realized therefor. 
No gain or loss is recognized in the case of 
property sold or exchanged (a) at mdre than 
cost but at less than its fair market ialue as 
of March 1,1913, or (5) at less than £ost but 
at more than its fair market value as of 
March 1, 1913. In any case proper adjust¬ 
ment must be made in computing gain or loss 
from the exchange or sale of property for 
any depreciation or depletion sustained and 
allowable as a deduction in computing net in¬ 
come ; the amount of depreciation preyiously 
charged off by the taxpayer shall be deemed 
to be the true depreciation sustained unless 
shown by clear and convincing evidence to 
be incorrect. What the fair market] value 
of property was on March 1, 1913, is & ques¬ 
tion of fact to be established by any evidence 
which will reasonably and adequately make 
it appear. 

Gain 
d sub- 


ART. 1564. Exchange of property .r 
or loss arising from the acquisition an 
sequent disposition of property is realized 
only when as the result of a transaction 
between the owner and another person the 
property is converted into other property 
(a) that is essentially different from the 
property disposed of, and ( b ) that has a 
readily realizable market value. Prolperty 
has a readily realizable market value if it 
can be readily converted into an amount of 
cash or its equivalent substantially eqhal to 


103270 - 28 - 
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the fair value of the property. In other 
words, the property received in exchange 
must be readily marketable at substantially 
its fair value in order that a gain or loss be 
recognized. Property which is regularly 
traded in in a public market has a readily 
•realizable market value in the quantities 
regularly traded in. Property may be sal¬ 
able, as in the case of a forced sale or in 
exceptional quantities, without having a 

readilv realizable market value. Stock in 
•✓ 

a close corporation may or may not have a 
readily realizable market value, depending 
upon all the facts in each particular case. 
The question whether property has a readily 
realizable market value, and if so the amount 
thereof, is one of fact to be determined in 
each case in the light of all the surrounding 
circumstances; and attention should be 
called in the return to each exchange effected 
during the taxable year about which there 
could be any doubt. 

Art. 1565. Determination of gain or loss 
from the exchange of property ,—The 
amount of income derived or loss sustained 
from an exchange of property is the differ¬ 
ence between the fair market value (if read¬ 
ily realizable) at the time of the exchange 
of the property received in exchange and the 
original cost, or other basis, of the property 
exchanged. If the property exchanged was 
acquired prior to March 1, 1913, see article 
1561. 


9 


g and 
Berg, 


THE FACTS 

The facts as found by the Board (R. 18), which 
are undisputed, are as follows: 

Petitioners are husband and wife and arp resi¬ 
dents of Camden, Arkansas. 

Henry L. Berg and his brother, Leo Berg, for 
nearly forty years prior to 1922, were in th^ mer¬ 
cantile business together at Camden. Throughout 
such period they acquired the fee simple title to ap¬ 
proximately 40,000 acres of land in Calhoutn and 
Ouachita Counties, Arkansas. By deed dated May 
16, 1922, and duly executed by Henry L. Bei 
his brother, Leo Berg, they conveyed to Rose 
wife of Henry L. Berg, a fee simple title to| frac¬ 
tional interests in the said 40,000 acres of land. At, 
sundry times in the year 1922 on or before Novem¬ 
ber 18, 1922, Henry L. Berg and Rose Ber^, his 
wife, together with Leo Berg and his wif^ and 
children, executed certain oil and gas leas|es to 
divers parties^ All of the leases were in a|Il re¬ 
spects similar and so far as is material here pro¬ 
vided : 

That the said lessor for and in consideration 

of-dollars cash in hand paid, the receijpt of 

which is hereby acknowledged, and of the cove¬ 
nants and agreements hereinafter contained op the 
part of the lessee to be paid, kept and performed, 
have granted, conveyed, demised, leased, and let, 
and by these presents do grant, convey, demise, 


i 
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lease, and let unto said lessee for the sole and only 
purpose of mining and operating for oil and gas, 
and laying of pipe lines, and of building tanks, 
towers, stations, and structures thereon to produce, 
save, and take care of said products, and all that 
certain tract of land situated in the county 
of-— State of-. 

It is agreed that this lease shall remain in force 

for a term of-from this date, and as long 

thereafter as oil or gas, or either of them is pro¬ 
duced from said land bv the lessee. 

In consideration of the premises the said lessee 
covenants and agrees: 

1st. To deliver to the credit of the lessor, free of 
costs in tanks or pipe line to which it may connect 
its wells, the equal one-eiglith part of all oil pro¬ 
duced and saved from the leased premises. 

2d. To pay the lessor- dollars each year in 

advance, for the gas from each well where gas only 
is found, while the same is being used off the prem¬ 
ises, and lessor to have gas free of cost from any 
such well for all stoves and all inside lights in the 
principal dwelling houses on said land during the 
same time by making his own connection with the 
well at his own risk and expense. 

3d. To pay lessor for gas produced from any oil 

well used off the premises at the rate of - 

dollars per year, for the time during which such 
gas shall be used, such payments to be made each 
three months in advance. 
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If no well be commenced on said land on or be¬ 
fore the-day of-, 19—, this leafee shall 

terminate as to both parties, unless the lessee, on or 
before that date, shall pay or tender to thd lessor, 

or to the lessor’s credit in the - Bank of 

-, Arkansas, or its successors, which sh^ll con¬ 
tinue as the depository regardless of changes in 
the ownership of said land, the sum of -, 

i 

which shall operate as a rental and confer the 

privileges of deferring the commencement of a well 

for - from said date. In like manner and 

upon like payments or tenders the commencement 

of a well mav be further deferred for like 

%/ 

in the same number of months successively! And 
it is understood and agreed that the consideration 
first recited herein, the down payment, covers not 
only the privileges granted to the date whto said 
first rental is payable as aforesaid, but also the 
lessee’s option of extending that period as afore¬ 
said, and any and all other rights conferred. | 
Should the first well drilled on the abojve de¬ 
scribed land be a dry hole, then, in that e^ent, if 
a second well is not commenced on said land within 
twelve months from the expiration of the last 
rental period from which rental has been paid, this 
lease shall terminate as to both parties, unless the 
lessee on or before the expiration of said twelve 
months shall resume the payment of rentals in the 
same amount and in the same manner as herein¬ 
after provided. And it is agreed that upbn re¬ 
sumption of the payment of rentals as abov^ pro- 
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vided, that the last preceding paragraph hereof 
governing the payment of rentals and the effect 
thereof, shall continue in force just as though there 
had been no interruption in the rental payments. X 

For the calendar year 1922, the petitioners filed 
a joint return on March 14, 1923, showing the in¬ 
come of the wife separate and apart from the in¬ 
come of the husband. The only income reported 
for the wife represented profits of $35,134.14 from 
the leasing of the oil and gas rights in the land 
mentioned and described on the return as “capital 
net gain.” The return also included like profits 
of $40,230.37 of the husband, described likewise on 
the return as “capital net gain;” and for the pur¬ 
pose of arriving at the tax liability of both indi¬ 
viduals jointly, the income of the wife was added 
to the husband’s income, making an aggregate re¬ 
ported joint net income of $78,458.83—on which 
amount a tax of $9,807.35 was computed by peti¬ 
tioners at 12%% on the theory that such computa¬ 
tion was authorized bv section 206 of the Revenue 

•/ 

Act of 1921. 

Upon an audit of the return, the Commissioner 
found the aggregate joint net income of petition¬ 
ers to be $81,941.57, wdiich net income is admitted 
by petitioners to be correct. The Commissioner 
in computing the tax did not consider the profits 
arising out of the leasing of the oil and gas rights 
aforesaid as falling within the provisions of sec¬ 
tion 206 of the Revenue Act of 1921, but computed 
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the tax under sections 210 and 211 of that Act; and 
he arrived at a deficiency in tax of $10,65p.82 due 
by Henry L. Berg and Rose Berg. Of the admit¬ 
ted net income of $81,941.57, there was received by 
the petitioners from the leasing of the oil and gas 
rights on the property mentioned the sum of 

$78,844.24, divided between them as follow^: 

Henry L. Berg_$42,8T2.12 

Bose Berg_ 35,972.12 

The income of $42,872.12 of Henry L. Berg, arose 
out of the leasing of the aforementioned oil and gas 
rights on land in which he owned an undiv: ded fee 
simple interest for more than two years prior to 

the execution of the said leases. The income of 

‘ 1 

$35,972.12 of Rose Berg arose out of the leasing of 
the said oil and gas rights on land in wbjich she 
owned an undivided fee simple interest ifor less 
than two years prior to the execution of the said 
leases. 

SUMMARY OF ARGUMENT 

The leases here involved conveyed nothing but 
the right to explore and the right to remove oil 
or gas if found. Oil or gas in place is realty. 
But at the time of the execution of the leases 
neither was known to exist and therefore cojild not 
be conveyed. Upon discovery the lessee had the 
right to remove the oil or gas. But he had no in¬ 
terest therein until it was produced upon the sur¬ 
face. Whereupon it was severed from the soil 
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and became personalty. Therefore the oil that 
went to the lessee was not sold to him under the 
terms of the lease. 

ARGUMENT 

The execution of the oil and gas leases herein did not 
effect a sale or exchange of property within the mean¬ 
ing of section 206 of the Revenue Act of 1921 

The sole question presented is whether petition¬ 
ers ’ admitted net income constitutes capital net gain 
with the meaning of Section 206 of the statute, 
supra, and is taxable at the limited rate provided by 
that Section in lieu of the rates provided by Sec¬ 
tions 210 and 211 of the statute, supra. The 12%% 
rate fixed by Section 206 of the statute applies only 
to the gain derived from the sale or exchange of 
property held by a taxpayer for more than two 
years. (Art. 1561, supra.) Such gain is to be 
computed as in any other case of the sale or other 
disposition of the property. (Section 202 and Art. 
1561, suprd.) Sections 210 and 211 of the statute 
provide the rates of normal tax and surtax appli¬ 
cable to the income of petitioners in the event that 

the facts in the instant case do not bring them with- 

) 

in the exceptional case provided by Section 206. 

The dispute therefore involves only the question 
of the method or rate of taxation applicable to peti¬ 
tioners’ income. In applying to that income the 
rates fixed by Sections 210 and 211, the Commis¬ 
sioner of Internal Revenue was controlled by the 
rule that leases of land for the sole purpose of min- 
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ing and operating for minerals do not effect a sale 
or exchange of capital assets and that monies de¬ 
rived from and paid under such leases are riot con¬ 
verted capital, but royalties and rents, and as such 
are income within the meaning of the Sections last 
referred to. It seems to us petitioners have wholly 
failed to show that such rule does not apply. 

On page 2 of their brief the petitioners, in at- 

i 

tempting to state the question here involved, say 
that the consideration received by Henry L. Berg 

_ I 

and his wife Bose Berg was “for the sale of cer¬ 
tain oil and gas leases covering certain lands.” 
That statement is both incorrect and misleading. 
The consideration was not derived from ^ale of 
leases. The stipulation of the parties (R. ll) con¬ 
tains this strictly accurate statement (R. 13): 

The sole point at issue in this appeal is 
whether or not the consideration received by 
Henry L. Berg for leasing of said oil and 
gas rights falls within the classification of 
gain from the sale of capital assets ^s pro¬ 
vided by Section 206 of the Revenue Act of 
1921. 

On page 8 of the brief of petitioners they say: 

The instruments under consideration are 
called leases. They operate to create in the 
so-called lessee the whole estate in the Oil and 


gas in the whole of the tracts of lanq cov¬ 
ered thereby; conditioned, however, tb vest 


in full ownership upon the production 


of oil 


or gas. 
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How can that be possible ? If the lease creates 
the whole estate in the lessee how can it be en¬ 
larged ? What more is necessary to vest full own¬ 
ership ? iThis illustrates the confusion of thought 
behind the contention of petitioners. 

Petitioners make the point on page 9 of their 
brief that “an instrument may be called a lease in 
name when in reality it is a sale and conveyance. ” 
But the case cited does not sustain the point made. 
It is believed that there is such a radical difference 
between coal which is stationary and oil and gas 
which are fugacious that such cases do not always 
afford an analogy. The presence of coal is practi¬ 
cally always known and the quantity and quality is 
easily ascertainable. These oil and gas leases vrere 
for exploratory purposes. The presence of oil and 
gas was not known; it was merely suspected, and 
nothing was conveyed by the leases until produced 
on the surface, when it became personalty. 

The petitioners say, on page 10 of their brief, 
that “the American textwriters and commentators 
agree that oil and gas are a part of the realty.” 
That is doubtless an accurate statement of the law, 
but it does not touch our case. Of course oil and 
gas are a part of the soil when in place, but under 
the leases here involved they were not conveyed 
until made chattels by separation from the realty. 
On page 12 of petitioners’ brief they say that “un¬ 
der the common law and the decisions of the English 
courts mining leases are a sale out and out of a 
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portion of the land. ’ ’ That is quite interesting, but 
it is purely academic if, as we think, the cas^s here¬ 
inafter cited conclusively show that the law 
country is quite different. 

The petitioners apparently attach much impor¬ 
tance to the proposition laid down on pag^ 38 of 
their brief, as follows: 

Oil and gas mining leases, like oth^r min¬ 
ing leases, are valuable property. 

i 

That is doubtless an accurate statement, but it 
does not aid in solving the question whether oil con¬ 
veyed under a lease is a sale or exchange oi prop¬ 
erty. In the case of Black v. Elkhorn Mining Com¬ 
pany, 49 Fed. 549, upon which apparently peti¬ 
tioners place great reliance, as they quote from it 
copiously, will be found a statement which we con¬ 
sider of very great significance and whiclj is as 
follows (p. 551): 

There is undoubtedly a distinction to be 
drawn between a grant of coal or minerals in 
place, and the grant of the right to Extract 
and appropriate to one’s own use such 
articles. 

The last proposition of law laid down by the peti¬ 
tioners in their brief and which should naturally 
touch the vitals of the case is found on page 42 and 
is as follows: 

The United States Supreme Court in vari- 
can be no doubt that such an interest is prop- 


ous cases has held that such leases create a 

very real and substantial interest and there 
«/ 


of this 
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erty of great value in the fullest sense of the 
word, and are the subjects of bargain and 
sale. 

That heading still falls short of the real question. 
Of course the interest conveyed by lease may be the 
subject of bargain and sale. Leases are exchanged 
and sold daily in large numbers; but as has already 
been pointed out, the stipulation of the parties 
shows that the question is not whether the transfer 
of the leases is an exchange or sale, but whether the 
receipt of oil by the lessee is a sale. 

The petitioners have a peculiar system of argu¬ 
ment. No matter what the ruling of the court is 
they take it as favorable to them. In Florence 
Oil & Refining Co . v. Orman, 19 Colorado 79, 73 
Pac. 628, cited on page 51 of the brief of petitioners, 
the court held that “appellant (the lessee) had only 
an inchoate title to the oil and gas underlying the 
demised premises.” In Wolfe v. Beckett, 127 Ky. 
252, cited on page 19 of petitioner’s brief, the court 
said: “The title to the oil or gas is vested by the 
lease in the lessee.” It seems to us the holdings 
are diametrically opposite to each other, but the 
petitioners apparently take comfort from both. 

The Board in its opinion relied on the case of 
Kelly v. Keys, 213 Pa. 295; 62 Atl. 911. The peti¬ 
tioners undertake to show the case to be inappli¬ 
cable. A portion of it is as follows: 

The reason for the rule thus established is 
to be found in the peculiar character of min¬ 
eral oil. This is very clearly indicated in 
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the earlier cases, where the distinciion is 
drawn between minerals which are fugacious 
in their nature, such as water, gas, and oil, 
and those which have a fixed situs akd are 
necessarily part of the land; and tb^is dis¬ 
tinction has been allowed with controlling 
significance whenever oil in situ ha^ been 
the subject of the dispute. Both rule and 
reason are against the theeory that prevailed 
vrith the court below, to the effect th^t, the 
mineral once discovered, all that was in situ 
became in law part of the real estate. 

The distinction attempted to be pointed |>ut by 

i 

the petitioners is a similarity. Title to tjhe oil 
did not pass until it was produced on the surface. 
Exactly the same thing happened in the case now 
under consideration. 

Petitioners contend that by the leases in question 
there was a sale of oil in place. We think that 
claim unfounded. Under it the lease divests the 
lessor’s title to oil and gas, but the title is not yested 
in the lessee until oil and gas are found. Vhere 
is the title meanwhile? The proposition t^at a 
lease conveys title to something not known tq exist 
is a highly artificial, strained and unnecessary con¬ 
struction, involving a fiction—an archaic practise. 
The inapplicability of some of the cases citled by 
the petitioners has already been shown. M4ny of 

i 

the cases turn on the question whether an oil and 
gas lease conveys realty or personalty and there¬ 
fore whether within the Statute of Frauds and 
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required to be in writing. No such question is 
involved here. We think the cases hereinafter 
cited will clearly demonstrate the soundness of our 
position that a lease does not constitute a sale of 
oil or gas in place. 

Under the provisions of paragraph 38 of the 
Act of Congress approved August 5,1909 (36 Stat. 
11), imposing an excise tax measured by the annual 
net income upon the doing or carrying on of busi¬ 
ness by a corporation, it was held that the proceeds 
of ores mined by a corporation from its own 
premises was all income. It was also held that the 
consideration, denominated royalties, for leases of 
lands for mining purposes, consisting of a specified 
sum per ton of the ore mined payable to the lessor, 
was all income. Strattons Independence v. How- 
bert , 231 U. S. 399; Stanton v. Baltic Mining Com¬ 
pany, 240 U. S. 103; Yon Baumbach v. Sargent 
Land Company, 242 U. S. 503; United States v. 
Biwabik Mining Company, 247 U. S. 116, and Gold¬ 
field Consolidated Mines Company v. Scott, 247 
U. S. 126. 

Under the same Act, the income tax provisions 
of the Revenue Act of September 8, 1916 (39 Stat. 
756), and the Revenue Act of 1918 (40 Stat. 1057 
and 1065), it was held that instruments demising 
lands for the purpose of mining and removing 
minerals which might be found were leases, and 
did not constitute a conveyance of the ore in place. 
VonBaumbach v. Sargent Land Company; United 
States v. Biwabik Mining Company, supra; Lynch 
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v. Alworth-Stephens Company, 267 U. S.| 364; 
Rosenberger v. McCaughn (C. C. A. 3, March 3, 
1928, unreported). For a complete statement of 
the law governing such instruments which w^is fol¬ 
lowed in the foregoing cases, see State v. Evans, 
99 Minn. 220,108 N. W. 958; Boeing v. Owslety, 122 
Minn. 190, 142 N. W. 129; State v. Royal Mineral 
Association (cases therein cited) 132 Minn! 232, 
156 N. W. 128. 

And the foregoing decisions establish that such 
leases do not effect a sale of the mineral in place. 

In United States v. Biwabik Mining Company, 
supra, the court said: 

In the Sargent Land Co. Case it was 
pointed out that the courts of Minnesota, 
certainly familiar with the physical charac¬ 
teristics of the ore deposits involved, hkd in 
a series of cases held these instruments to 
be leases, and that the royalties agreed to 
be paid were rentals in compensation for 
the privileges granted the lessee. We held 
the conclusion of the Minnesota courts to 
be warranted by reason and authority. 
* * * rjr^ e i essee takes from the prop¬ 
erty the ore mined, paying for the privilege 
so much per ton for each ton removed. He 
has this right or privilege under the form 
of lease here involved so long as he se^s fit 
to hold the same without exercising! the 
privilege of cancellation therein contained. 
He is, as we held in the Sargent Land Co. 
Case, in no legal sense a purchaser of ore in 
place. 


22 


There is no distinction between such leases and 
the instruments under consideration in the instant 
case. Th4 latter have been repeatedly held to be 
leases. Mansfield Gas Company v. Alexander, 97 
Ark. 167,133 S. W. 837; Osborn et al., v. Arkansas 
Territorial Oil dc Gas Company, 103 Ark. 175, 146 
S. W. 122; Dunaway v. Galbraith, 139 Ark. 580, 214 
S. W. 33; Lawrence v. Bushmaier, 255 S. W. 37. 

It follows that the consideration for the leases is 
rent. The consideration is 4 ‘the compensation 
which the occupier pays the landlord for that spe¬ 
cies of occupation which the contract between them 
allows.” Lord Dennison in Queen v. Westbrook, 
10 Q. B. 178-205; State v. Evans; Boeing v. Owsley; 
State v. Royal Mineral Association, supra. As ap¬ 
plied to oil and gas leases the consideration known 
as royalty is the lessors’ compensation for the privi¬ 
lege granted of drilling and producing oil and gas 
and consists of a share of the oil and gas produced. 
Bellport v. Harrison, 123 Kan. 310, 255 P. 52. 

While the cases are not unanimously with the 
respondent there can be no doubt that the Courts 
of Arkansas are clearly against the petitioners, and 
they should be very persuasive because the lands 
involved in these leases are located in that State. 

Thus in Mansfield Gas Company v. Alexander, 
supra, it was said: 

The lease was executed on March 8, 1901, 
by the lessor, who was the owner of the land, 
in consideration of $1 and the covenants 
therein contained. By its terms it leased the 


lands therein described for a term of 50 years 
for the purpose of mining, boring, andj oper¬ 
ating lead, zinc, coal, gas, oil, and other min¬ 
erals, and gave to the lessee the exclusive 
right to prospect for and mine said mijnerals 
during the continuance of the term of the 
lease. It gave to the lessee the right td erect 
all necessary buildings and make ways of in¬ 
gress and egress upon the premises to carry 
on the business of doing said prospecting 
and mining and the right to have possession 
whenever the lessee was ready to commence 
operation. In event the lessee was success¬ 
ful in obtaining said minerals on the land the 
lessee agreed to pay to the lessor a certain 
per cent of the value of such minerals; and 
in event of a failure to obtain any minerals 
by reason of such operations it was provided 
that the lessee should have the right to re¬ 
move all buildings and machinery placed by 
it on the land. It was also provided that if 
the lessee failed “to begin work toward pros¬ 
pecting and developing on these Iannis or 
other lands within four miles of these ^bove 
described within the period of one year from 
the date hereof, then these presents and 
everything contained therein shall cease and 
be forever null and void.” * * * 1'he 

respective rights of the parties must be de¬ 
termined by the respective obligations ^yhich 
they assumed by virtue of the contract of 
lease and by the manner in which they jhave 
performed or failed to perform those obliga¬ 
tions. What then were the mutual obliga¬ 
tions entered into by the execution of this 
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lease? The contract was made for the mu¬ 
tual benefit of the parties. The purpose of 
the lease was not to make a grant of the land 
or to transfer any estate therein. It only 
gave a right to the lessee to search for min¬ 
erals and an interest in the minerals when so 
found and taken out. The consideration 
moving to the lessor for the execution of the 
lease was not the nominal sum of $1 men¬ 
tioned therein, but was obviouslv the roval- 
ties upon the minerals which should be dis¬ 
covered and taken from the land. The 
lessor was to obtain a certain percentage of 
the minerals that would be thus discovered 
and mined. And this was the only real 
benefit that would accrue to him from the 
execution of the lease; this was his sole 
compensation. * * * 

Again in Oshorn et al. v. Arkansas Territorial 
Oil & Gas Company, the Court said, 103 Ark. 175, 
146 S. W. 122: 

A gas lease, such as is involved in this case, 
is a contract granting to the lessee the right 
to explore the land, and to produce there¬ 
from the gas therein discovered. It is not 
a present sale of or transfer of title to the 
gas, but on account of its vagrant nature the 
gas does not become actually owned until 
actually possessed. As is said in the case 
of Williamson v. Jones, 39 W. Ya. 231, 19 
S. E. 436, 25 L. R. A. 222: 4 ‘The title is de¬ 
pendent on finding the gas by the purchaser 
in a limited time”—and is inchoate. 
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In Shreveport-El Dorado Pipe Line Company 
v. Bennett, 290 S. W. 929, involving the title to oil 
under an oil and gas lease similar in all respects 
to the leases here in question, it was expressly held 
that a provision requiring the lessee to deliver to 
the credit of the lessor in pipe line one-eiglith of 
the oil produced and saved, constituted a reserva¬ 
tion of title to such oil in the lessor. The Qourt 
says (p. 931): 

There is no controversy about the fact that 
oil, before it is severed, is a part of the land, 
and when it becomes severed, it is personal 
property, but it is earnestly argued that 
it is not only personal property, but it is 
the property of the person who Severs 
it; that is, the property of the lessee. 
The facts in this case, the lease, anp the 
division order show that a portion iof it 
is the property of the lessor. It is just as 
much his property under the facts in this 
case as it would be if he had simply employed 
the lessee as his servant to do the work and 
bring it to the surface. In fact, one plight 
employ an agent or servant to bring pil to 
the surface with the agreement and under¬ 
standing that, when it was brought tb the 
surface, it should be delivered into a pipe 
line, a certain portion of it to the employer 
or landowner, and a certain portion pf it 
to the person who severed the oil. It there¬ 
fore seems clear that one-eighth of the oil 
on the 20 acres was the property oi the 
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appellee, but we also think that, even if it 
were the payment of rent in kind, when the 
one-eighth together with the other seven- 
eighths was delivered into the pipe line, 
altogether, the appellant was bound to know 
that one-eighth of it was to be paid the 
lessor. * * * Other cases referred to 

hold that the one-eighth is given as a con¬ 
sideration for the grant, and that it was not 
a reservation, in any sense, of any part of 
the gas or oil in place in the land. Of 
course, it did not become personal property 
until severed from the land, and the lessee 
himself had no interest in the soil and no 
interest in the land except the right given 
him by the lease as to the gas and oil. * * * 

The leases in question gave only the right to ex¬ 
plore. By their terms they conveyed present title 
to nothing else. In case of the finding of oil the 
lessee became entitled to a portion of it, not in place 
as realty, but only upon being severed from the soil 
and produced on the surface as a chattel. There¬ 
upon the lessee rightfully took a portion of the oil 
the same being the balance left after the lessor had 
taken his royalty. It is confidently believed that 
these principles are well established by the fore¬ 
going cases. Other cases to the same import are as 
follows: Lindlciy v. Bay dure, 239 Fed. 928, affirmed 
249 Fed. 675, certiorari denied, 247 U. S. 513; 
Priddy v. Thompson (C. C. A. 8), 204 Fed. 955, 
960; Brunson v. Carter Oil Company , 259 Fed. 656; 
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Ewart v. Robinson (C. C. A. 8), 289 Fed. 740; 
Brookshire Oil Company v. Casmalia Ranch Com¬ 
pany (Cal.), 103 P. 927; Kansas Natural Gas Com¬ 
pany v. Neosho County (Kan.), 89 P. 750; Kol- 
aehny v. Galbrealh (Okla.), 110 P. 902; Kelly v. 
Keys (Pa.), 62 Atl. 911; Watford Oil and G'a§ Com¬ 
pany v. Shipman (Ill.), 84 N. E. 53; Florence Oil 
and Refining Company v. Orman, supra; Richard 
v. Cowley (Ala.), 80 S. 419; Wagner v. Mallory 
(N. Y.), 62 N. E. 584; Walla Walla Oil Company 
v. Androm (W. Va.), 97 S. E. 593; Richlands Oil 
Company v. Morris (Va.), 61 S. E. 762; Heller v. 
Dailey (Ind.), 63 K. E. 490; Peoples Gas Company 
v. Tyner, 131 Ind. 277, 31 N. E. 59; Frost-jdhnson 
Lumber Company v. Sailings Heirs (La.), 91 So. 
207, 245. I 

CONCLUSION 

Since the right to avail oneself of the limited rate 
provided by Section 206 of the Act is conditioned 
upon the fact that a sale or exchange of capital 
assets has been effected, and since under the rule of 
property announced by the highest court of Arkan¬ 
sas petitioners, by the execution of the leases here in 
question, did not effect such a sale or exchange, and 
since under the decisions of the United States 
Supreme Court in cases involving the taxability of 
the proceeds of mining it has been established that 
such proceeds constitute rent and hence all income, 
it is confidently submitted that the decision pf the 
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United States Board of Tax Appeals herein was 
right and should be affirmed. 
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